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(Wher eupon the foll ow ng proceedi ngs were had on
March 13, 2013.)

HEARI NG EXAM NER LEAPHART: First of all, |
would like to rem nd any nmenbers of the public that
haven't done so, please sign in on the sign-up sheet.

And with that, we can resune with the Applicant's
case. | believe we left off with HCSC.

MR, KALECZYZ: M. Black is here, and Kelley
was not here a nonment ago.

HEARI NG EXAM NER LEAPHART: (kay.

MR, KALECZYZ: Maybe it's okay to proceed.

MR. BLACK: Kelley should be here any second.

HEARI NG EXAM NER LEAPHART: Here she cones.
M5. HUBBARD: M apol ogi es.

HEARI NG EXAM NER LEAPHART: Present your next

W t ness.
M5. LENMARK: The Applicants call Dr. Thomas
McCart hy.
HEARI NG EXAM NER LEAPHART: Good nor ni ng.
THOVAS R MCCARTHY, Ph. D.

a wtness, after having been first duly sworn, testified

upon his oath as follows:
DI RECT EXAM NATI ON
BY MS. LENMARK

Q Dr. McCarthy, would you introduce yourself for the
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Court.

A My nanme is Tom McCarthy. |'mthe Senior Vice
President with a conpany call ed Nera Econonic Consulting
and | head up Nera's healthcare practice.

Q Dr. McCarthy, | amgoing to hand to you what has

been identified as your Direct Testinony.

A Yes.
Q Do you affirmyour testinony?
A Yes.

M5. LENMARK: Pass the w tness.

HEARI NG EXAM NER LEAPHART: Cross-exam nation
fromthe Conm ssioner.

CROSS- EXAM NATI ON

BY MR ANGOFF:
Good norning, Dr. MCarthy.
Good norni ng.
You' ve done two reports in this case, correct?
That's right.

And what are those reports?

> O » O »>» O

One was the Conmunity I npact Report and the other
one is in a sense the subset of the Community | npact
Report, which is an Antitrust Report.

Q And |I'Il be asking you a few questions about those
reports. Do you have those in front of you?

A | do not.
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Q Wuld you like to refer to then?

A W can try it and see how far we get. | may need
to refer to them

MR. ANGOFF: May | approach the w tness, your
Honor ?

HEARI NG EXAM NER LEAPHART:  Yes.
Q (By M. Angoff) So Dr. McCarthy, one of your
reports was an Antitrust Report, right?
A Correct.
Q And the share of the narket in Montana--

HEARI NG EXAM NER LEAPHART: Counsel, are these
reports in the application binder?

MR. ANGOFF:  Yes, your Honor, they both are.
One is a Community I npact Report and one is a
Conpetitive | npact Report.

THE WTNESS: It says Antitrust Report is the
way it's |abel ed.

HEARI NG EXAM NER LEAPHART: Do you know whi ch
tabs they're under?

M5. LENMARK:  Your Honor, the Antitrust Report
Is Exhibit 6 to the application.

HEARI NG EXAM NER LEAPHART: Exhibit?

M5. LENMARK: Exhibit 6.

HEARI NG EXAM NER LEAPHART: 6.

M5. LENMARK: And the Conmmunity | npact Report
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Is Exhibit 4 to the application.

HEARI NG EXAM NER LEAPHART: Thank you.

Proceed.
Q (By M. Angoff) So Dr. McCarthy, HCSC really
isn'"t in the Montana market at all, are they?
A Not as a conpetitor, not as an active conpetitor.

They have |ives here.

Q And how do they cone to have lives here?
A Mai nly through national accounts.
Q But you don't see them as conpeting with Bl ue

Cross of Montana, correct?

A | do not.

Q But neverthel ess, you did what's called a FormE
anal ysis. Wat is that anal ysis?

A A FormE analysis is sonmething that | think is
generally devel oped by NAIC. It |ooks at shares al ong
different lines of business and it tal ks about triggers
that may trigger what's called evidence fromthe prinma
facie case that there's a conpetitive problem and then
it provides for various approaches to the extent that
you trigger the prim facie case.

Q And even under that Form E analysis, which really
isn't necessary, right, because HCSC has essentially no
share of the Montana market, right?

A That's absolutely right.
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1 Q But even under that analysis, HCSC still has |ess
2 t han one percent of the entire Montana health insurance
3 mar ket, right?
4 A Yes, under the lines of business |ooked at in that
5 report, that's right.
6 Q And it's got |ess than one percent of -- there's
7 no |ine of business under which it's got even as nmuch as
8 one percent, right?
9 A Correct, average over the last five years,
10 correct.
11 Q So those are tiny, tiny percentages, obviously?
12 A Yes, they are.
13 Q Could a firm though, have so nuch of a narket
14 share, of such a high nmarket share that even a tiny,
15 tiny percentage increase could have an anti-conpetitive
16 i npact ?
17 A Not -- there's no sort of convention or theory or
18 practice in antitrust where that's the case. And
19 anot her way you can |look at that is the way Dr. Tardiff
20 | ooked at it, which is to say how nuch did it increase
21 what's called the HH, how nmuch did it increase
22 concentration, and the answer is it didn't increase
23 concentration by a material anount either. That's just
24 a different way of |ooking at the sanme thing.
25 Q Sure. So then, even if an insurance conpany has,
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as your data show, Blue Cross does 90 percent share or
91 percent share over five years in the individual
market, a tiny, tiny percentage would not -- increase in
t hat share woul d not cause a conpetitive inpact?

A I think not. And there's already -- the way you
and | are talking now, it's sort of just a neasure of
the market structure. In other words, it doesn't really
get to how conpetition is actually occurring. And as
you probably know, Blue Cross of Montana is suffering
underwiting |losses, so to the extent that their shares
are sufficient to warrant raising price, a 91 percent
share shouldn't already allow that. O course, you're
only tal king about one |ine of business when you talk
about the individual.

Q |"msorry, you're saying a 91 percent share shoul d
al | ow what ?

A I f anybody can raise price, if you' re worried
about the share and sone small increnment to that share,
we can see froma conpetitive point of view, that Bl ue
Cross of Montana has not been able to raise prices.
They're suffering fromunderwiting | osses.

Q Even with Blue Cross with the 90 or 91 percent
share has not been able to raise prices?

A Well, it has not been able to -- it has not been

able to raise prices to the point where they've got an
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underwiting gain.

Q Now, you did another report, your Community | npact
Report, right?

A Yes.

Q Okay. And one of the conclusions in that report
was that HCSC can get better prices fromits vendors
than Blue Cross of Montana since it can drive bigger
quantities, right?

A Yes.

Q That just stands to reason, like -- that's |ike
Wal -Mart, isn't it, you have a |l ot of business. You
have a | ot of custoners. You can get vol une discounts.
Isn"t that right?

A For sonme vendors under sonme circunstances, yes.
Q And so when you wote that, what vendors did you
have in m nd?

A Well, | think it's -- we can go back and visit

t hat paragraph, but | think it's inplied in the

paragraph. |It's on the admnistrative cost side, it's
on the software licensing, it's not -- you use conputer
paper, I'msure they get a pretty good price on office
supplies as well. So | think it's generally

characterized in the report.
Q But you don't believe that the extra bargaining

power that HCSC brings to this transaction, if it's
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approved, would result in |lower prices to providers?

A I do not because there is no extra bargaining
power .

Q Okay. And why is that?

A Because right now, when provider contracting
peopl e from Montana Blue Cross go out and negotiate, the
provi der understands that there's a volunme that he or
she is likely to get, and that vol une includes Bl ueCard
menbers, which nmeans the nenbers of Blue Cross/Blue
Shield who are outside the state of Montana |like the
HCSC peopl e.

So it's already understood that in negotiating the
rei mbursenents that go into a provider contract, you've
al ready got the volune of what 1'Il call the | ocal
vol une, the state volune, the Blue Cross/Blue Shield of
Mont ana and all of the BlueCard nenbers, including HCSC.
Q So the transaction, if it's approved, should not
result, in your opinion, in any change in -- in | ower
prices to providers?

A That's correct, it should not.

Q Is it a good thing or a bad thing for consuners if
it does result in lower prices to providers?

A It very well could be a good thing for consuners.
The sort of willing buyer, willing seller in contracting

is sonething that has to be marked out in the market,
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and but to the extent expenses, any kind of expense can

be reduced, then that neans prem uns can be reduced.

Q So if providers were paid |less, prem uns could be
reduced?

A It's possible, yes.

Q But here you say that through interviews, you

| earned that Montana providers are aware of both Bl ue
Cross's volume and the BlueCard vol unme when negoti ati ng

managed care contracts with Blue Cross, right?

A That's correct.

Q And which providers did you interviewto find that
out ?

A We tal ked to the provider relations people at Bl ue

Cross. We didn't interview providers.

Q And are you famliar with M. Galasso's study in
this matter?

A | know of it but 1've not read it.

Q Wul d you be surprised to | earn that he assuned

t hat HCSC woul d not only not pay providers |ess, but
woul d pay providers nore because HCSC woul d not get the
benefit for discounts Blue Cross -- of all the discounts
that Blue Cross has negotiated with providers? Do you
agree with that?

A "mnot sure | even understand it. | haven't read

it but if you don't mnd, try to explain that again.
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That the prices would be higher?

Q Sure. Blue Cross has contracts -- do you know

that Blue Cross has contracts with providers today--

A Sur e.

Q --that provide for certain discounts?

A Sur e.

Q And so M. (Gl asso assuned that if the transaction
i s approved, those provider contracts will not

automatically be transferable and he didn't feel
confortabl e assum ng that HCSC would sinply be able to
retain all of those discounts, instead assuned that HCSC
woul d retain part of thembut not all of themresulting
in higher prices paid by HCSC. And |I'm just asking

whet her you think that nmakes sense?

A My prediction would be that they would get the

di scounts. They would get the sane or extrenely simlar
di scounts to the extent that the contract is being
renegotiated. It may have been renegotiated six nonths
from now anyway. But in general, they would achieve the
sane di scounts.

Q You woul dn't think they would get greater

di scount s?

A There's no basis for greater discounts at this
point. If they're successful in grow ng and they create

greater volunme, they m ght be able to achieve discounts
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in the future.

Q And did you | ook at the prices that HCSC pays to
providers in the other states in which it now operates
Bl ue Cross pl ans?

A No.

Q And did you look at the prices that HC -- that the
Blue Cross plans in those states that HCSC now operat es
pai d before to providers before HCSC t ook them over?

A | did not do that study, no.

Q Now, would Blue Cross's -- would HCSC s greater
scal e, do you believe, have any effect on conpensation

to insurance agents?

A No. There's no greater scale in Mountana in
dealing wth Mntana brokers and agents. |n other
words, that's not a scal able -- whatever piece exists in

Montana in the alliance with Blue Cross/Blue Shield of
Montana i s the sanme anount that would be here after the
transacti on.

Q kay. And are you famliar wth Dr. Gal asso's
assunption regardi ng agent conpensation?

A | have not reviewed his study, so no, |'mnot.

Q Wuld it surprise you to learn that Dr. Galasso in
his study assuned that agents would be paid a point |ess
in comm ssion going forward? Wuld that surprise you?

A It wouldn't necessarily surprise nme because it
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depends on what you're conparing it to. The future
growh is going to be, as | think you well know, based
on exchanges or a lot of the business wll be based on
exchanges, and the role of brokers in the face of that
change may cause a change in their comm ssions, but it's
not tied, at least in ny mnd -- | don't know Dr.

Gal asso's mnd on this, but at least in ny mnd, it's
tied to the ACA being inplenmented nore than to any
change in bargaining strength of Mntana Bl ue.

Q Then is it fair to say that you believe that agent
conpensation may well be reduced in the future but it
won't be as a result of this transaction?

A It's fair to say that, yes.

Q Now, you al so conclude in your Community | npact
statenent, that HCSC has nuch | ower adm nistrative
expenses than Blue Cross of Mntana, right?

A Correct.

Q kay. And you concl ude that because of that, Blue
-- if the transaction goes through, premuns are |ikely
to go down, right?

A Prem uns could go down, yes.

Q What evidence, if any, did you | ook at that

convi nces you that the adm nistrative expense cost
savings that would arise fromthe transacti on would be

passed through to consuners in the formof |ower prices?
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A Vell, let ne be clear. [It's like the discussion
in the national budget. What we're tal king about is

| oner rates of increasing premuns is nmuch nore |ikely.

| nmean, it's possible sone |ines of business there could
be a tenporary decrease, but we're tal king about changes
in the rate of increase in the prem uns.

And the reason | believe that that's likely is
because of the conpetition in the state of Montana. In
order to win business, you want to take those
efficiencies and turn theminto both a healthier margin,
an underwiting gain instead of an underwiting | oss,
and in | ower prem uns.

Q Do you grip the possibility, though, that at |east
sonme of that adm nistrative expense advantage that the
mer ged conpany woul d have woul d be retained by HCSC and
not passed through?

A [t may. | wouldn't think of it that way. Soneone
said -- | don't renenber. Yesterday, soneone said,

| ook, they've got to pay attention to their core

busi ness, and in your core business, you should have an
underwiting gain. And | believe that's right.

And so to the extent that they're -- that the
efficiencies will also help to stabilize the financial
condi tion of Blue Cross of Montana, that's a good thing.

| think that the efficiency gains based on what's
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happened in their previous integrations and based on the
differences that we already see are sufficient that
premuns Will be -- the growth rate of premuns wll be
restricted as well fromthe efficiencies. So | do think
both things will be acconplished, | ower premum growh
and nore stable financing.

Q Did you | ook at the current prem uns charged by
Blue Cross in the Montana market ?

A Not specifically.

Q kay. And did you | ook at the current prem uns
charged by any other conpany in the Mntana market?

A We | ooked at the conpetition in the market and
that has an inplication for prem uns because price is
obviously a very inportant el enment of why an enpl oyer or

an i ndi vi dual chooses an insurer.

Q But you didn't ook at the prem uns thensel ves?
A No. No, the premuns are all over the place.
Q Ckay. And what about in Cklahoma, did you | ook at

the prem uns, the actual prem uns charged by insurers

now, but by HCSC today in Okl ahoma?

A No, | didn't. Dr. Tardiff has done a study |ike
that. |'msure you're famliar with that. He found
t hat when -- both in Cklahoma and in Texas and well and

in New Mexico, that premuns generally fell after the

acqui sition was nmade by HCSC
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Q But you didn't ook at the prem uns that were
charged by HCSC i n &l ahoma?

A No.

Q Okay. And did you |look at the prem uns that were
charged by Blue Cross of Gkl ahoma before they were
acqui red by HCSC?

A No.

Q Okay. And did you |look at the prem uns charged in
New Mexi co by HCSC?

A No.

Q And did you | ook at the prem uns charged by Bl ue
Cross of New Mexico before they were acquired by HCSC?
A | did not.

Q Did you ask HCSC whet her they include a certain

| evel of underwiting profit in their rate filings?

A No, | didn't ask them about their rate filings.

Q And do you have any opinion as to what a
reasonabl e | evel of underwiting profit for a nonprofit
i nsurance conpany woul d be?

A No, | don't. There's a whole -- there's a whole
package of things that are going on year to year to
year, and what's healthy one year may not be the healthy
| evel in another year. | don't knowif that's a
definitive nunber

Q Are you famliar with the nedical loss ratio
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concept ?
A Yes.
Q And are you famliar with the Departnent of Health

and Human Services MR rul e?

A Yes.

Q And di d you ask HCSC whether they targeted a
certain nedical loss ratio in their rate filings?

A No, | asked them how they did relative to the
medi cal loss ratios, but | don't renmenber asking them
what their target was.

Q Do you know whet her HCSC net the MR threshol d
that's mandated under the HHS MR ruling?

A My understandi ng, although | don't renmenber the
details, ny understanding is in the vast majority of
their lines of business, yes, but in sone, they gave a
rebat e.

Q And you didn't ask, did you, what trend factor
they used in their rate filings, did you?

A The trend factor will change their rate filings,
so a trend factor is usually based on what the expected
medi cal expense is, and it depends on what the contracts
are and it depends on what they've nobst recently
renegotiated, so it changes all the tine. |It's not an
easy question to answer.

Q Now, you believe, | assune, that the Affordable
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Care Act is going to make the health insurance busi ness
riskier. 1s that fair to say?

A Yeah, | would say -- | would say right now that it
is for sure in the sense that it's a big change that al
of the conpanies have to adjust to. So the uncertainty
isn't necessarily that the act itself will make it
unpredictable, it's just we've got to nmake a transition
and there's a lot of uncertainty in that transition.

So | think there are two different kinds of
uncertainty. One is whether it's nore uncertain after
everybody is adjusted to it, and the other one is
getting there, and I think the getting there is where
you find the uncertainty.

Q And one big difference, isn't it, is that

i nsurance conpanies in the individual and small group
mar ket wll have to take everyone beginning in 2014
whereas currently they don't?

A That's correct, guaranteed issue and guarant eed
renewal and no preexisting condition.

Q And they can only use -- they can only use age as
arating factor to the extent of a three-to-one ratio,
right?

A I don't renenber that exactly but | know there's a
provision |like that.

Q Okay. Are you famliar wth the risk adjustnent
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mechani sm under the Affordable Care Act?

A | know there is one. | do not know how good it is
or howwell it will work so that's another uncertainty
Q But that could substantially mtigate the risk

couldn't it?
A It could.

It could. It's an inportant elenent to try to do
ri sk adj ust nent.
Q And are you famliar with the risk corridor
programthat will stay in effect for three years under
the Affordable Care Act?
A Vaguely, | remenber it now that you say it, but I

can't tell you what it is.

Q What about the reinsurance progranf?
A General ly, yes.
Q And those are both nechanisns that conceptually do

enable carriers to mtigate their risk to sone extent,
don't they?

A But there's a difference between all of those
regul atory i ssues and, you know, whether a given carrier
ends up being adversely selected in sone |ine of

busi ness. And | understand things |like a risk corridor,
things |ike risk adjustnment are neant to alleviate sone
of that, but that still doesn't nmean it's going to work

that way. And so that's what I'm-- what | think I'm
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telling you is there will be a transition. People wll
adjust. People wll adapt.

Regul ations may well be revised. And there will be
sort of a new equilibrium but that doesn't nmean al ong
the way people aren't going to bear a ot of utilization
ri sk, you know, being adversely selected risk.

Q But if risk adjustnent works, and | think we can
agree that it hasn't been inplenented yet, right, it

doesn't go into effect until 20147

A Ri ght .
Q But the theory of risk adjustnent is, isn't it,
t hat any adverse selection wll be -- will be

count er bal anced because those conpani es that do get the
worse risks will get paid by the conpanies that got the
better risk; isn't that right?

A "Il accept that on the |level of theory, | agree
with you. | think if you're going to reform healthcare,

an inmportant elenment of that is risk adjustnent and if

it works well, then | agree with you, it will end up
reducing risk. It's just not clear to ne yet if it wll
work well. | hope it does.

Q Now, in your Community | npact Report, you refer to

an agreenent that the adm nistrative services agreenent
with HCSC, that was only entered into since the two

parties expect the proposed alliance to be approved.
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That's in footnote 10 on page 4 of your Community | npact

statenent. Could you tell ne what you're referring to
t her e?

A | would have to look at it. | think we're talking
about sonme of the projects you tal ked about yesterday.
|"m sorry, where were you?

Q Yeah, | would just like to -- for you to explain
what that agreement is all about, if you know It's
footnote 10 on page 4.

A It must be in the Antitrust Report.

Q No, it's the Financial and Conmmunity | npact
Report, Novenber 10, 2012; page 4, footnote 10.

A This has to do with transition costs.
Q ['"'msorry?
A This has to do with transition costs,

i npl ementation costs, and | think you were aski ng about

t he ASA.

Q Yes.

A Oh, | see where you are. Sorry about that.

Q That' s okay.

A Yeah, | think it has to do with the project you
wer e tal ki ng about yesterday, that efficiencies -- that

both parties could gain efficiencies.
Q And then at the end, you say, it is our

understandi ng that this agreenent was only entered into
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since the two parties expect the proposed alliance to be
approved. Could you tell nme how you cane to believe
that the two parties expect the proposed alliance to be
approved?

A | nean, it would have been through interviews. |
don't renmenber specifically the context there but it

woul d have been through interviews.

Q But tal king to people at HCSC -
A Yes.

Q --and Bl ue Cross of Mntana?
A Yes.

Now, you al so conclude that if the acquisition is
approved, Blue Cross of Montana will face strong

conpetition from C gna, United, PacificSource and EBMS,

right?

A Yes.

Q EBMS, though, isn't an insurance conpany, is it?
A No, it's not.

Q And according to the charts that you use in your

report, Blue Cross of Montana in the group market has
about tw ce as nuch of a market share as everybody el se
conbi ned and so | just wonder, based on that, how you --
what the basis of your conclusion that these snal
conpetitors are strong conpetitors is?

A Wll, we cite, as does Dr. Tardiff -- we cite sone
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exanpl es of where there's been sone turnover in sone of
t he business and the fact that Blue Cross has | ost sone
sel f-insured business over the years, so that there are
sonme exanpl es of conpetition, but also, | would give you
sort of a broader sense of the evidence and that is
they're suffering fromunderwiting | osses.

It seens to nme that if they have the market power
that you seemto be inplying because their share is
twice as | arge as everybody el se, that they woul d not
have underwriting | osses. They would not have
reductions in their RBC. They would not be worried
about the car running out of gas | guess is the netaphor
yest er day.

There are sonme significant things that are worrisone
and cause Blue Cross of Montana to seek an alliance with
HCSC. And | think it's reflected -- the conpetition in
this market is -- constrains Blue Cross of Montana from
rai sing prices to where they can use -- where they can
earn an underwriting gain.

Q Now, according to your data, Blue Cross, over the
| ast five years, has averaged a 91 percent narket share
in the individual market. Does your sane anal ysis apply
to the individual market, too, that is you al so see
strong conpetition in the individual market for Blue

Cross i n Mont ana?
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A Well, | guess I'lIl give you two | evel s of answer.
One, the alternative to individual insurance is not be
insured, so there actually is -- | nean, that's not --
we don't favor that one necessarily, but it does
constrain the price that you could charge.

The second thing is that, as you know, there will be
an exchange in which individual policies will be

avail abl e, and that exchange will facilitate the

distribution, if you will, of insurance products. So
particularly going forward, the 91 percent -- | haven't
| ooked to see if they're earning -- what they're earning

on that segnent, the individual segnent, but | don't
think there's any reason to believe that conpetition
won't increase and that they will sonehow becone

unconstrained in their prices of individual products.

Q Even at a 91 percent market share?
A Even at 91 percent.
Q And I'msorry -- | followed your point about the

exchange, which | want to ask you about, but | didn't
foll ow your first point when you said that sonething was
constrai ned or constraining?

A What |'msaying is that it's -- when people are
choosi ng i ndi vidual insurance, and this has happened
over this recession. |It's been fairly comobn across a

| ot of insurance conpanies. Wat you end up with is
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people can't afford it. Then they just drop insurance.
|"mnot saying that's a preferred solution, but it
does act as a price constraint on what you can charge
for individual coverage. And that was the first point |
was meki ng, and that going forward, we have the
exchange, which is an efficient distribution of the
i ndi vi dual policies.
Q And we al so have an individual mandate starting in
2014, right?
A Yes, we do.
Q Shoul dn't have that some effect -- even if it's
not as strong as many of us would |ike, shouldn't that
have sonme effect on the |ikelihood that people will not
buy i nsurance?
A Onh, sure, but you also have this distribution
system where they can presumably efficiently go to the
exchange and determ ne what they're going to purchase or
whet her they're going to pay a penalty and not purchase
i nsurance at all.
Q But to the extent that the inability of people or
the |ikelihood of people to drop out of the insurance
market if prices are too high is a constraint on prices,
that constraint is less powerful, isn't it, if there was
an individual mandate invol ved?

A Well, yes. | nean, they can pay a penalty. They
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can still drop out. But |I agree with you, that the
trade-of f changes, and those that will continue to buy,
| am sinply saying, have conpetitive alternatives
efficiently listed on an exchange with perhaps new
entrants |ike the co-op that | understand is being
formed in Montana, for instance.
Q Do you believe when exchanges do cone online and
the individual nmandate is inplenented and there are
various penalties that apply, that there will be fewer
peopl e buying insurance in the group nmarket and that
some of themthat are today in the group market will buy
i nsurance in the individual market?
A The answer is | really don't know | believe that
there can be sone substantial shifts that people argue
about now and nake a w de range of estimtes about, and
that has to do with what nunber of enpl oyers,
particularly small group, will decide |I would rather pay
the penalty and not insure ny workers and let themgo to
t he exchange.

And by going to the exchange a couple of things
happen. They buy an individual policy, but many of
t hem dependi ng upon their level of incone, wll get a
subsidy fromthe federal governnent that is nore than
what the small business owner could have done for them

There are -- | don't know the whol e range of
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estimates but there are a nunber of varying estinmates as
to who's going to basically drop out of the group

i nsurance market, so ny answer after that |ong
explanation is | don't know.

Q To the extent that nore people do buy insurance in
t he individual market, though, a carrier with experience
in the individual market woul d have an advantage in the
new -- under the new system wouldn't it?

A Yeah, sone. You're talking about a huge change.
You' re tal ki ng about people that are going to have to go
to the exchange. And there will be, you know, web pages
and the market will produce information and like a
consuner's reports kind of information. And they'll
tal k about the ratings of this one or that one and there
wi |l be newspaper articles. It can be an advantage to
know what you're doing in the individual market, but
it's going to be a big change and there's going to be
opportunity for a |l ot of others.

Q Do you have an opinion as to whether the exchanges
woul d work nore effectively with benefit packages
standardi zed at each netal evel or nmultiple benefit
packages bei ng sold at each netal evel ?

A Anot her great uncertainty. | nean, the answer is
we've tried it in Medicare. |In Medicare, we used to

have Medi care Suppl enental that went through A through,
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what J or K, or 10 packages. Those packages got

adversely sel ected and nost states ended up with, you
know, one or two of the packages. But those are
st andar di zed packages.

St andar di zed packages can be easier to search with
but they can also lead to different kinds of problens.
So, for instance, if what happened in Medicare, just to
give the exanple, is that if you wanted drug coverage,
you chose the high level. WIIl, the people who wanted
-- the people who had essentially high |levels of drug
expenditures all chose the high | evel guide versus
sel ected, and wth the exception of Blues' plans in many
of these states, al nost everybody dropped it.

So | don't know the ACA rules well enough to predict
that a standardi zed set of plan designs wll also be
adversely selected, but there's a |lot of danger in all
t hese changes and the danger is really for insurance
conpani es and that's the risk we've been tal ki ng about.
Q Now, you al so concluded that HCSC s strong track
record of inprovenent and mai ntenance of customner-facing
web portals for its individual plans is a benefit, would

be a benefit of the acquisition, correct?

A. Yes.
Q What do you nean by that?
A Well, there are sone tools that HCSC has and uses
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inits other divisions, and these are tools that are
provider friendly, insurer friendly -- I'"msorry,
provider friendly, broker friendly, enployer friendly
and one of them are these portals that nake navigation
easy.

Q So by custoner-facing web portals, do you nean a
website that people can go to and get quotes for various
i nsurance policies sold by HCSC?

A I don't know what's all included in them The
answer is yeah, these are websites that people can
contact and get sone sort of information. [|'mnot sure
what all the information is on it.

Q Have you gone to any of these websites yoursel f?
A |'"ve gone to -- no, |'ve gone to the HCSC website
and the Montana Blue website but | haven't gone to the
portals. | don't knowif | can even. | didn't try but
| don't know if I can.

Q So your source for that conclusion is basically
interviews with HCSC people, right?

A Yeah, reinforced a tiny bit by -- well, you even
heard sone of it here yesterday, but by the one broker
that we did talk to who thought that technol ogy was wel
worth | ooking forward to.

Q Did you talk with the head of the agent's

associ ati on i n Montana?
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A No.
Q But you tal ked to one individual broker?
A Yes. We tried to talk to three but we only got

ahol d of one.

Q And where is he or she | ocated?
A Billings.
Q And then you al so concl uded that HCSC s MED ci sion

care managenent prograns bring best practices care to
chronically ill patients and reduce nedi cal expenses.
Did you -- how did you conme to conclude that MED ci sion
br ought best practices?

A Wl |, just understandi ng what the software does,
and that that's an understandi ng through interviews.

Q So again, your source for that statenent is
interviews with HCSC managenent ?

A Yes.

Q Now, you al so conclude that the alliance wl|
cause Blue Cross of Montana to pay a premumtax on its
fully-insured business. How do you cone to that
concl usi on?

A | don't think it's stated as a conclusion. It's
stated as -- it's stated as if it does, then it won't --
then conpetition will constrain and it will be passed
on.

Q Could you turn to page 7 of your Conmunity | npact
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Report. It's the third bullet. And read the first
sent ence.

A Page 7, third bullet. Read it al oud?

Q Pl ease.

A Even though the alliance wll cause Bl ue

Cross/Blue Shield of Montana to pay a premumtax on
it's fully-insured business, Blue Cross/Blue Shield of
Montana will not be able to pass the tax on to its
menbers in the formof higher prem uns since G gna and
UnitedHeal th already pay that tax and have it built into
their already conpetitive prem uns.

Q And |'mjust asking you about the first part of
that statenent. This is an issue that | think you can
under stand nany people are interested in, and so | just
wonder how you came to state that even though the
alliance will cause Blue Cross to pay a premumtax on
it's fully-insured business, certain things would
happen?

A Well, | guess maybe it comes from further

under standi ng. That sentence probably shoul d have said
may cause because | think there's sone issue about
whether it does trigger or won't trigger -- will trigger
or also sonmewhere else in this report, we talk about how
it mght change even if it did trigger it.

Q And did you talk to HCSC nanagenent about that?
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Did they tell you that they thought they would be paying

a premumtax in Mntana?
A I think it was HCSC managenent but |'m not sure,

or Blue Cross of Mbnt ana.

Q It was either HCSC or Blue Cross?
A One of the two.
Q Then you al so tal k about an agreenent that Bl ue

Cross made in its settlenment of the recent New \West
litigation and the consequences of that being that HCSC
will not sign exclusive contracts with i ndependent

brokers in Montana. Do you renenber that?

A Yes.
Q Can you explain what that's all about?
A Vell, it was in the settlenent. My understandi ng

of that is that it won't sign contracts wth brokers
such that they only sell Blue Cross/Blue Shield of

Mont ana; that these brokers would also sell the new New
West, neaning the PacificSource version of New West once
the -- once New West was broken up.

Q And your understanding is that's a provision of

the settl enent?

A I think it was in the settlenent.
Q kay. And this is a settlenent of what issue?
A "' m probably not the one to explain this to you,

but the general outline is that New West sought to be
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t aken over. The New West was an insurance entity
created by I think five hospitals, five Mntana
hospitals, maybe sone other entities as well. And they
-- | believe they cane to Blue Cross, asked themto take
over the nenbership.

The Departnment of Justice stepped in and the
settlement was essentially a split where Blue Cross
woul d take the hospital -based nenbers that were already
-- that wanted to be insured by Blue Cross of Mntana
and that PacificSource was brought in as a divestnent
buyer for the renmai nder of the New West |ives.

Q When you say the Departnent of Justice stepped in
what do you nean?

A They stepped in saying that the nmerger troubled
them and they wanted to make sure that they could assure
that conpetition in the future would be robust by
creating a new entrant in PacificSource into Montana.

They were here but they weren't here this big, this

| ar ge.
Q Anot her potential benefit of the acquisition
isn't it, is that there will be sonme noney that will go

to a foundation, right?
A From t he New West deal ?
Q No, I'msorry, fromthe proposed acquisition of

Bl ue Cross of Mntana by HCSC?
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A That's ny under st andi ng, yes.

Q Okay. And have you | ooked at any foundations in
any other states that have been created as a result of
conver gence?

A I'm-- in California, '"'m-- 1 don't know if |
would call it a nenber, but | get the newsletter every
day or week fromthe California foundation, which was
created when the original formation of WellPoint in
California, so sort of but not really, not in any survey
sense.

Q And you al so concl uded that HCSC has successfully
integrated Blue Cross plans in New Mexico in 2001 and
&l ahoma in 2005, right?

A. Yes.
Q kay. And did you -- did you talk to anyone from
Bl ue Cross of Montana -- of New Mexico or Ckl ahona about

the integration process down there?

A No. We tal ked with HCSC managenent and asked a
| ot of questions about it but we didn't talk to the
peopl e on the ground in those states.

Q Ckay. So your source for that is -- that

concl usion i s HCSC managenent ?

A I ntervi ews, extended interviews.
Q Interviews w th HCSC?
A Yes, that's right.
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Q And you al so say that G gna won the Montana State
enpl oyee busi ness, right?
A Yes.
Q Have you heard that Blue Cross of Mntana was j ust
a fewmnutes late with its application so it didn't
apply to -- apply to be the service provider for the
Mont ana busi ness in that case?
A | did hear that that's what happened.
Q Now, you've been -- you've been an expert in
several matters involving health insurance conpani es,
right?
A Yes.
Q kay. And one was Paci fi Car e- FHP?
A Yes.
Q Was this a nerger?
A Yes. Acquisition, yes.
Q And who were you retained by there?
A In that case, PacifiCare.

And you were also involved in the Aetna-Prudenti al
mer ger ?
A That's correct.
Q And who were you retained by there?
A Aet na.
Q And then you were also involved in the United-

Paci fi Care merger?
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A Yes.
Q And who was your client there?
A Well, in all these, it's counsel for these parties

but it was on behalf of Pacifi Care.

Q And then Ci gna and Great West you were al so
involved in. Wo were you retained by there?

A Counsel for G gna.

Q And then al so you nentioned C gnha-Heal t hSource.
Wio were you retained by there?

A Counsel for G gna.

Q And in any of these transactions, did you concl ude
that the transaction could raise entry barriers?

A | don't believe entry barriers were an issue.
There was sone divestitures in some cities, but | don't
believe there were -- | don't believe the issue was
entry barriers.

Q And in any of these transactions, did you concl ude
that the transaction was likely to substantially |essen
conpetition in any way?

A Wel |, absent the divestitures which were an issue,
the answer is no, they would not substantially |essen
the conpetition

Q And based on our previous discussion, | guess you
didn't conclude that in any of those transactions, the

conpany's market share would be so high that it would be
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likely to result in increased prices?

A That woul d be a substantial | essening of
conpetition. Correct, | did not conclude there would be
a substantial |essening of conpetition

Q In any of these matters, did you concl ude that
there was likely to be an adverse community inpact in
any way?

A That was not part of the scope of ny assignnent.

It was the antitrust review by the federal and sonetines
state antitrust agencies.

Q Ckay. And in your career, approximtely how nmany
heal th i nsurance nmergers have you been retained in
connection wth?

A I don't know, a lot, nmany that don't go through,
many that seek advice, many where we tell themthey'l
have problens if they try to nerge.

Q A coupl e of dozen?

A Yes, sir.

Q A hundr ed?

A | don't think a hundred. Maybe. | don't think a
hundr ed.
Q And have you ever been retained by either the

federal or state governnment in connection with a nmerger?
A Yes. The State of Montana retained ne for the

Certificate of Public Advantage, and | worked with
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Attorney CGeneral Mazurek to develop a regulation for the

Benefis Hospital.

Q Have -- I'msorry. o ahead.

A Whi ch was the result of a nerger.

Q Have you ever been retained by a state or federa
governnment entity that was review ng -- that was

review ng a proposed nerger?
A I guess | would say that was a review of a nerger
as well but--
Q O her than the Montana, the Montana issue, the
Mont ana situation aside?
A No. People in ny healthcare practice have, but |
have not.

MR, ANGOFF: | have no further questions.
Thank you, Dr. MCarthy.

THE W TNESS: Thank you.

HEARI NG EXAM NER LEAPHART: M ss Hubbar d.

M5. HUBBARD: No questions, your Honor.

HEARI NG EXAM NER LEAPHART: M. Kal eczyz.

MR KALECZYZ: No.

HEARI NG EXAM NER LEAPHART: M ss Wtt?

M5. WTT: No questions, your Honor.

HEARI NG EXAM NER LEAPHART: Any redirect?

M5. LENMARK: Just a few questions, your Honor.
111
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REDI RECT EXAM NATI ON

BY MS. LENMARK
Q Dr. McCarthy, you were asked a nunber of questions
about Dr. Galasso's report, and | recall your testinony

bei ng that you had not read that report; is that

correct?
A That is correct.
Q And so the representations of that report were the

opi nions that were stated to you, you don't have any
per sonal know edge of; is that correct.

A | do not.

Q And your responses woul d have been relying upon

the characterization that was provided to you in the

guesti on?

A Absol utely.

Q You were asked a series of questions about
pricing, insurance pricing in other states. |Is it your

understanding that all states price their insurance

rates and premuns in the same manner and under the sane

| aw?
A No, they do not.
Q In fact, they each state prices separately under

its own state law, is that correct?
A That is correct.

Q Is it also your understanding that Montana -- that

WAYRYNEN & LI VELY REPORTI NG BUITE, MI 406-494-4755

800-451- 6547

5d331ac1-8e59-11e2-aa8b-444553540C




© 00 N oo 0o b~ w N P

N N N N N N P P R R R R R R R
g A W N P O © 0 N O O M W N L O

Page 43
HCSC and Bl ue Cross/Blue Shield of Montana price in this

state under Montana's regul ations and | aws?

A Yes.

Q And is it also the Montana experience that guides
that pricing or is it national experience?

A | think it's Montana experience. That's the |aw

t hey have to abi de by.

Q M. Angoff clarified in one of his questions that
EBVS was not an insurer. Do you know what type of
entity EBVS is?

A My understanding is that they are a TPA, a
third-party adm nistrator, which brings together a
network and in this case deals a |lot wth associations,
whi ch are sort of aggregations of small busi nesses and
finds an insurance product for them or manages the

i nsurance product for them They usually self-insure as
an associ ati on.

Q And do you consider EBMS a conpetitor of Bl ue
Cross/Blue Shield of Montana in your report?

A Yes, TPAs and rental networks usually work hand in
hand, are definitely conpetitors.

Q You were asked a question about the premumtax in
Mont ana and were clarifying the report about whether
there was a certainty that it would -- would retain --

HCSC woul d be paying the premumtax or not. And would
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you tell me again your clarification about that

st at enent .

A Vell, | think probably I shouldn't have said wll.
It should have said may. But other than that, it was
our understandi ng and has al ways been ny under st andi ng
that it may or may not happen, it may or may not change
even if it does happen for sone short period of tine.

Q And woul d the result of whether it does pay a
premumtax or not pay a prem umtax change the ultimate
concl usi ons of your report?

A No, not at all.

Q In that series of questioning, you were asked
where you got your information. And | believe | heard
your statenent to be, your response to be that you
received that from HCSC. Your footnote reflects that
the information came from Bl ue Cross/ Bl ue Shield of
Montana. Do you recall information, certain information
that could resolve that discrepancy?

A If I cited it inthe -- ny nmenory is wong then.
Whatever | cited in the paper would be the right

ref erence.

Q When you were discussing the successfu
integrations that HCSC has managed in other states, you
i ndi cated that you got your information from HCSC. Wen

you stated that, did you nean that those concl usions
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were dictated to you by HCSC or were those concl usions
inferred frominformation you obtained in the

i nterviews?

A Certainly, the latter was what | tried to say.
These were extensive interviews where we probed a | ot of
t hi ngs.

Q And finally, Dr. MCarthy, you tal ked about the

| oss of the State of Mntana contract that Blue
Cross/Blue Shield lost the bid on just recently. And it
was pointed out that that was a result of a delay in
filing the application. Does the fact that the | oss of
t hat contract happened as a result of the delay change
your concl usi ons about the conpetitive market in Mntana
and the effect of that conpetition on Blue Cross and

Bl ue Shield of Mntana?

A No, it does not -- it's not -- | don't know

whet her G gna woul d have won the contract anyway. |
just know what | |earned was that the Blue Cross

proposal was not accept ed.

M5. LENMARK: | have no other questions, your
Honor .

HEARI NG EXAM NER LEAPHART: Thank you. Further
Cross?

BY MR- ANGOFF: Just a minor point or two
111
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RECROSS- EXAM NATI ON

BY MR, ANGOFF:
Q It's not the case, was it, that Blue Cross's
proposal wasn't accepted, it's the case that Blue Cross

did not nmake the proposal because it's too late, right?

A. And that's what | neant, it was not accepted as in
received. | think we're probably saying the sane thing.
Q | think we probably are. Can we agree that Bl ue

Cross did not submt a proposal ?
A In effect, they did not submt a proposal because
it was not accepted as tinely by the State.
Q Very good. Thank you
And then secondly, EBMS is not a conpetitor in the
i ndi vidual market, is it?
A | don't believe it's in the individual market.
No, TPAs usually are not.
Q It couldn't be a conpetitor in the individual
mar ket because it's a TPA, right?
A You woul d have to find sonebody to bear the risk
of the insurance.
Q And you can't do that in Mntana?
A I've never heard of aggregations of individuals as
the way small groups and enpl oyers are aggregat ed.
MR. ANGOFF:  Not hing further.
HEARI NG EXAM NER LEAPHART: M ss Hubbard?
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M5. HUBBARD: No, your Honor.

HEARI NG EXAM NER LEAPHART: No furt her
guestions?

M5. LENMARK:  No, your Honor.

HEARI NG EXAM NER LEAPHART: You nay step down.

Call your next w tness.

M5. LENMARK:  Your Honor, the parties have had
a di scussion and have conme to an agreenent that it m ght
be nore convenient for the experts to take Dr. Tardiff's
testinony now, and so the State will be calling Dr.
Tardi ff.

HEARI NG EXAM NER LEAPHART: kay. M.
Lasl ovi ch.

MR, LASLOVI CH. Yes, your Honor, the State
calls Dr. Tinothy Tardiff.

HEARI NG EXAM NER LEAPHART: Good nor ni ng.

THE W TNESS: Good nor ni ng.

TI MOTHY J. TARDI FF, Ph. D.
a wtness, after having been first duly sworn, testified
upon his oath as follows:
DI RECT EXAM NATI ON
BY MR LASLOVI CH

Q Dr. Tardiff, good norning
A Good norning, M. Laslovich.
Q WIIl you state and spell your last name for the
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record, please.
A My nanme is Tinothy J. Tardiff, and ny last nane is
spelled T-A-R-DI-F-F
MR, LASLOVI CH.  Your Honor, if | may approach
HEARI NG EXAM NER LEAPHART: Yes.
Q (By M. Laslovich) Dr. Tardiff, |I've handed you

your Prefiled Testinony. Do you recognize that?

A Yes.

Q Have you had a chance to go through it?

A In preparing it, yes.

Q Do you affirmthat that, in fact, is your prefiled

di rect testinony?
A Yes.
Q Thank you, sir
MR. LASLOVI CH.  Your Honor, we would pass the

W t ness.
HEARI NG EXAM NER LEAPHART: Cross-exam nati on.
M5. LENMARK: W have no cross-exam nation
HEARI NG EXAM NER LEAPHART: No need for
redirect.

M5. HUBBARD: No questions, your Honor.

HEARI NG EXAM NER LEAPHART: M. Tardiff, you
may step down.

THE W TNESS: Thank you, your Honor.

HEARI NG EXAM NER LEAPHART: Back to the
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Applicant. |Is that your agreenent as far as the order
of W tnesses?
M5. WTT: We need to do a little chair
shifting, your Honor.
HEARI NG EXAM NER LEAPHART: kay.
MR, KALECZYZ: Thank you, your Honor.
W call as the next witness Colleen Reitan.
HEARI NG EXAM NER LEAPHART: Good nor ni ng.
THE W TNESS: Good nor ni ng.
COLLEEN REI TAN,

a wtness, after having been first duly sworn, testified

upon her oath as follows:

DI RECT EXAM NATI ON
BY MR KALECZYZ:
Q Good norni ng.
A Good norni ng.
Q Wul d you state for the record your name and your

position wi th HCSC
A My nane is Colleen Reitan and | am Executive Vice
Presi dent and Chief Operating O ficer of HCSC.

MR. KALECZYZ: If | may approach the w tness,
your Honor.

HEARI NG EXAM NER LEAPHART: Yes.
Q (By M. Kaleczyz) And Mss Reitan, what | handed

you, is that your Prefiled Testinony dated March 5, 2013
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inthis matter?

A Yes, it is.

Q And you adopt that as part of your testinony in
this matter today?

A Yes, | do.

Q Just a few other questions for you to suppl enent
your testinony, if | may. Wuld you explain to Justice
Leaphart briefly what generally your duties are as the
Chief Operating Oficer at HCSC

A As Chief Operating Oficer, I amresponsible for
our Financial Services Division, our Information
Technol ogy Group, our Service and C ai moperation, our
managenent of overall project control, things |like that,
that M. Kadel a spoke yesterday, and our Data and

Anal ytics G oup and we have a Governnent Prograns
Division that reports to ne.

Q And as part of your responsibilities and as the
Chief Operating Oficer, did you authorize on behal f of
HCSC the entering into the stipulation with the Attorney
General and Blue Cross/Blue Shield that was introduced
into evidence yesterday as Exhibit 9 concerning the
purchase price, remaining as a not for profit
corporation and matters related to possible additional
enpl oyees in Geat Falls?

A. Yes, | did.
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Q And you're aware that the stipul ated purchase
price in Exhibit 9 is $40.2 nmllion?

A Yes, | am

Q And coul d you explain briefly why you agreed that
HCSC woul d make a good faith commtnent to remain a not
for profit corporation for the next five years?

A Well, certainly, the Judge heard M. Smith talk
yesterday about his experience with the organi zation
over 20 years, and our conmtnent to and devotion to the
non-i nvest or owned approach to managing it and running
Bl ue Cross/Blue Shield plans, and I think |I would be
har d- pressed to add any nore el oquence to what he said
as to what that nmeans to our enployees. And that is
certainly sonething that | support personally and our
board supports, so it felt like it was a reasonable
thing for us to agree to for that peri od.

Q And in the stipulation that you agreed to
yesterday, one of the contingencies is that the
Conmi ssi oner of Securities and |Insurance either approve
the transaction or provide to the Attorney General and
to the Applicants a commtnent of that approval that is
acceptable to the Applicants by March 30th, 2013. You
recall that?

A Yes, | do.

Q And that contingency, in fact, does affect whether
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addi ti onal enpl oyees may be added in the call center in
Geat Falls?
A Correct.
Q In your prefiled testinony, you nmade reference to
a February date and here we've tal ked about a March
date. Could you explain to Justice Leaphart what those
two dates were all about and why the March 30th day is
now r el evant ?
A As we've began the process of considering this
alliance with the Montana plan, one of the inportant
parts of the way we operate is we put wrkforces in the
states that we do business. And we al so happen to be
dealing wth, at the sane tinme, the preparation for the
changes that are comng fromthe Affordable Care Act.
The open enrol |l nent period begins Cctober 1st of
this year. And we happen to operate in two of the
| argest states in the country in Illinois and Texas, and
t hey happen to have significant nunber of uninsured
i ndividuals, so we're making investnents in order to be
able to respond to that market. And we need additiona
wor kforce to hel p us support that.
So the tineline we're really dealing with is that
Cct ober 1st open enrol |l nent period, and in order to do
that and to nove ny workforce around, | really need this

provi der services center to be up and runni ng by August.
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And so we sinply backed the dates up from August to say

when do we really need to know that we've got work

underway or acconplish that change.

And |'ve been -- and originally, it was February.
The objective, I'mtrying to be as flexible as I
possibly can and still be able to put a workforce in

Montana. So |'ve been pushing our teans as to how | ate
we can go in that process, and we're getting to a point
of no return by the end of March with the issue.

Q Now, one of the public w tnesses that appeared
yesterday was from Great Falls Devel opnment Authority.
Were you present in the courtroomduring his testinony?
A Yes, | was.

Q And he testified that sonetine in -- on or about
Oct ober 2, 2012, he was contacted concerni ng what he

| ater learned to be was the possibility of an HCSC cal

center being placed in Geat Falls. Do you renenber

t hat ?
A Yes, | do.
Q And you did not sign the APA until sonetine in

Novenber of 2012; is that correct?

A Correct.

Q Why were you involved in |looking at a call center
prior to the tine you had executed the purchase

agreenment with Blue Cross/Blue Shield of Montana?

WAYRYNEN & LI VELY REPORTI NG BUITE, MI 406-494-4755

800-451- 6547

5d331ac1-8e59-11e2-aa8b-444553540C




© 00 N oo 0o b~ w N P

N N N N N N P P R R R R R R R
g A W N P O © 0 N O O M W N L O

Page 54

A Well, as | nentioned, part of our nodel is to put
wor kforces in the states that we do business. Today, |
have nmy team call center clains operations centers in
our four states, and so as part of us thinking about
entering into this at the purchase agreenent, we wanted
to make sure we understood the workforce and the
econom ¢ conditions in the state of Montana before
signing that, and we were satisfied wth what we
| ear ned.
Q A few further questions, Mss Reitan. Yesterday,
did you al so authorize that HCSC becone a signatory to a
second stipulation with Blue Cross/Blue Shield and the
Attorney General ?
A Yes, | did.

MR. KALECZYZ: May | approach the wtness,
pl ease, your Honor?

HEARI NG EXAM NER LEAPHART: Yes.
Q (By M. Kaleczyz) Mss Reitan, is this, what's
been marked as Exhibit 10, is this a copy of the
stipulation that you had authorized be executed on
behal f of HCSC?
A Yes.

MR. KALECZYZ: | would nove the adm ssion of
Exhi bit 10, your Honor.

HEARI NG EXAM NER LEAPHART: Any obj ection?

WAYRYNEN & LI VELY REPORTI NG BUITE, MI 406-494-4755

800-451- 6547

5d331ac1-8e59-11e2-aa8b-444553540C




© 00 N o o B~ w N P

N N NN NN P P PR R R R P
g » W N P O ©W W N O O M W N P O

Page 55
MR LASLOVI CH: No, your Honor.

HEARI NG EXAM NER LEAPHART: It's admtted.
MR. KALECZYZ: Wth that, your Honor, we -- |
woul d have no further questions and we woul d pass the
W tness for cross-exam nation.
HEARI NG EXAM NER LEAPHART: Thank you.
M. Lasl ovich.
Oh, sorry. M. Angoff.
MR. ANGOFF: You were conplinenting ne, your
Honor .
CROSS- EXAM NATI ON
BY MR ANGOFF:

Q Good norning, Mss Reitan.

A Good nor ni ng.

Q You used to work for Blue Cross of M nnesota,
right?

A Yes, | did.

Q For how | ong?

A | started there in 1983 and ended as the Chi ef
Qperating Oficer. | cane to HCSC in 2008 .

Q And what did you start as at Blue Cross of

M nnesot a?
A | actually started in sales.
Q And then what happened?

A And then I went to work as a provider relations
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negoti at or.

Q And then what was your next job after that at Bl ue
Cross in Mnnesota?

A | think at that point -- this is 33 years, right,
or nore -- | left to go to graduate school. And then
was hired back by Blue Cross and worked for a nunber
nore years in their product devel opnent and product
managenent area. And then | actually had children and
was hired to work part-time for a surgical center, and
then | went back.

Q And ended up as the President?

A | did.

Q And then did HCSC steal you away?

A Actually, at the time, | had an opportunity --
was bei ng pursued by both United Heal thcare and HCSC.

It was the fourth time | had been approached by United
Heal t hcare, which is a publicly-traded conpany and it's
just not in ny core to do that, so | was very happy to
go to HCSC.

Q Now, at Blue Cross of Mnnesota, while you were
there, did Blue Cross of Mnnesota ever community rate?
A You know, | was not accountable for any of the
underwiting and actuarial functions so | can't answer
that. | don't believe so but | can't answer with any

great confidence.
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Q Do you know whet her they were ever the insurer of

| ast resort in Mnnesota? That is, do you know if they
ever had a guaranteed issued product in M nnesota?

A | know that the small group requirenents required
guar ant ee i ssue.

Q Just for the small group market?

A | don't believe that M nnesota had a guarantee

I ssue requirenment in the individual market except for
the tenporary policy and sone in the small group market
wer e.

Q And was Bl ue Cross of M nnesota the adm nistrator
for the Mnnesota high-risk pool?

A Yes, it was for nost of ny tenure, but the |ast

few years, it was not.

Q And were you responsible for that? Well, if you
were President, | guess you nust have been.

A | nmean, | had a lot of responsibilities.

Q "1l wthdraw the question.

Do you know while you were at Bl ue Cross of
M nnesota during any time, any part of your tenure, did
Bl ue Cross of M nnesota have | ooser underwriting

standards than the other carriers in the market?

A | sure couldn't answer your questions. | don't
know.
Q And do you know whet her they had nore conpressed
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rating rul es?

A Than whon?
Q Than its conpetitors. Do you know whet her
M nnesota -- for exanple, do you know whet her Bl ue Cross

of M nnesota woul d not charge ol der people nore than --
as much nore than younger people as its conpetitors?

A No. As a matter of practice, as long as |'ve been
in this business, having a |l evel playing field, so all
conpetitors are approaching the market rating on the
sanme level playing field is very nuch the long-term
interest of the market. And as long as |'ve been in
this business at the organizations |I've worked for have
al ways strived for that.

Q So as far as you know then, Blue Cross of

M nnesota didn't do -- didn't have nore -- less --
didn't have nore conpressed rates than its conpetitors?
A Again, | think you' re asking the wong person. |
really can't answer that question with a great deal of
confi dence.

Q Did Blue Cross of Mnnesota have a target
underwiting profit or |oss each year while you were

t here?

A You know, | think the target -- concept of target
is fascinating to me because both there and at HCSC, the

rating occurs very nuch in granular levels; that that
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rolls up into a business plan. Oten, the overall
busi ness plan has an overall objective of its necessary
margin in order to maintain its reserves or grow

reserves or invest in the future, and it was a sim|l ar

approach in Mnnesota as it is to -- at HCSC

Q So then at Blue Cross of Mnnesota, then if there
was an overall business plan -- is that what you called
it?

A Yes.

Q kay. And was there a -- whether you call it a

target or a goal, was there a | evel of underwiting
profit that Blue Cross of M nnesota w shed to obtain?
A Again, it was typically at the net incone |evel.
So underwiting is one elenent, but there are other

el ements, whether it's through subsidiaries or

i nvestnment earnings, all ained at a net gain after tax,
again to allow you to repl enish your reserves or invest

in your conpany for the future.

Q And Bl ue Cross of M nnesota then did have a target
net gain?
A It was an outgrowth of the business conditions at

the time and depended a great deal on what you were
trying to acconplish, so every year was a little
different as a result of those factors.

Q kay. And so in the last few years you were

WAYRYNEN & LI VELY REPORTI NG BUITE, MI 406-494-4755

800-451- 6547

5d331ac1-8e59-11e2-aa8b-444553540C




© 00 N oo 0o b~ w N P

N N N N N N P P R R R R R R R
g A W N P O © 0 N O O M W N L O

t here, what was your target net gain?

MR, KALECZYZ: Your Honor - -

THE WTNESS: | don't recall

MR, KALECZYZ: Your Honor, excuse ne.

Excuse me, M. Angoff. [|'mnot sure what the

rel evance of all of this exam nation concerning
M nnesota Bl ue Cross plans from several years ago
this point. Your Honor, we'll let it go on for a
but we'll object to the rel evancy.

MR, ANGOFF: I'Il npbve on, your Honor.

Page 60

i s at

whi | e

HEARI NG EXAM NER LEAPHART: Al right. Thank

you.
Q (By M. Angoff) You' re now w th HCSC?

A Correct.

Q And you're now -- and what's your current position
wi t h HCSC?

A Executive Vice President, Chief Operating Oficer.
Q And when you first canme to HCSC, your title was a

little different, wasn't it?

A Ri ght .

Q And what was that?

A It was Executive Vice President of Information --

or Internal Operations and Fi nanci al Services.

Q kay. And then is your current title sinply a

change in title or additional responsibilities, too?
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A There are additional responsibilities and a change
intitle.
Q Okay. And so what were your responsibilities when

you first came to HCSC?
A Al'l the things | had nentioned earlier except for
| did not have the analytic function and | also didn't
have t he Governnment Prograns G oup.

Q kay. And now as Chief QOperating Oficer, you
oversee many things, obviously. Mybe a better way to
do it would be to talk about the things that you don't
oversee. But financial reporting is one you do have?
Correct.

Underwri ting?

Correct.

And the actuaries?

Yes.

And conpl i ance?

No.

Provi der relations?

No.

Agent rel ations?

No.

Governnment rel ati ons?

No.

o >» O >» O » O >» O >» O > O P

But financial, underwiting and actuarial ?
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A They report to the Chief Financial Oficer, who

reports directly to ne.
Q All right. So you're famliar then with the

filing of HCSC s annual statenents?

A | know that we file annual statenents, yes.

Q And you don't prepare them yoursel f?

A No, and | don't sign themeither.

Q But the people -- but you are -- but the people

who prepare them and do sign themare reporting either
directly or indirectly to you?

A Correct.

Q And you're generally famliar with annua

st at enent s?

A Generally. | love them

Q You' ve read an annual statenent?

A | have read parts of annual statenents.

Q Do you file the annual statenment with the NAIC?
A | don't know the answer. | know we do file it
with the State of Illinois.

Q And do you know, is there just one HCSC s annua

statenent that's filed with each of the states in which
you own a Blue Cross plan or are they different HCSC
annual statenments filed in different states?

A You can i nagi ne because of the broad

accountability | have and the responsibilities of the
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Chief Financial Oficer, | can't answer that question
W th any degree of specificity
Q So you- -
A | don't know.

| don't know.
Q So it mght be the case that there are different
-- as far as you know, it mght be the case that there
are different HCSC statenents, annual -- there's a

different HCSC statenent filed in New Mexi co?

A "' mnot saying that and no, | don't know.

Q You have no idea?

A | don't know.

Q Are you famliar with the Departnent of Health and

Human Servi ces nedical |oss ratio?

A Yes, | amfamliar with the nedical loss ratio

bei ng a requirenent.

Q And do you know whether HCSC has filed data with

t he Departnent of Health and Human Services regardi ng
its medical loss ratio for 20117

A If it's required, |I'msure we have.

Q And do you know whet her HCSC has net the HC -- the

M.R t hreshol d specified in the HHS nedical loss ratio

for all its business?
A Are you tal king about 20117
Q ' msorry, can you--
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A Are you tal king about 20117
Q For 2011, correct?
A We have 12 rating areas so we operate in 4 states

and there are 3 thresholds of this nedical loss ratio
rebate requirement, so we have basically 12 situations
and in 9 of the 12, we did not pay any rebates but in 3
of the 12 areas we did in 2011.
Q And do you know what states and what markets,
t hough, you did pay a rebate in?
A My recollection is that in Texas, the individual
mar ket we did, and in Ckl ahoma was the individual and
smal | group market | believe.
Q Okay. And do you know what nedical loss ratio you
targeted in those states in which you ended up paying a
rebat e?
A You know, since the new requirenents to rebate any
dollars that aren't at those MR threshold | evels have
gone into effect, our goal is to rate right around the
threshold so either 80 percent for the individual and
the small group or the 85 percent for the group size.
Now, we're in a transition period. Dr. MCarthy
referred to the one com ng, but we're in one now and so
it sonetinmes takes a little while to transition which is
why the exanple from Texas, the individual market had a

| ower nedical loss ratio prior to this new rebate
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requi renment, and we've been gradually trying to increase
it but the objective was to get it as close as it
possibly could be to those nedical |oss ratios with the
rebat e.

Q Do you know approxi mately how nuch you had to

rebate for the year 20117

A | don't recall the exact anobunt and it varies
quite a bit per person. | would have to go back and
ook it up. | don't renenber the exact anount.

Q Could it be close to a hundred mllion?

A | don't think it was -- it was sonewhere -- it was

somewhere between 85 and 95 | believe, but I don't know
t he exact nunber.

Q And do you expect to pay a rebate in -- for the
year 2012; do you know?

A You know, because the rebate rule allows this kind
of what's called a three-nonth run out of your clains
expense, we don't know for certain but we're
anticipating we wll be facing -- we will be providing
anot her rebate in Texas, again, because Texas

i ndi vidual s have taken up a little bit of time to get
that nedical loss ratio up.

Q But not in the other states?

A I don't know for certain. | believe there are

probably one or two other segnents but again, there's a
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coupl e nore nonths of claimrun out that occurs before
we know for certain.

Q Do you know why that is that you' re paying -- are
you paying or you did pay a rebate in Texas and you
think you mght in 2012, but in the other states in
general, you haven't and you don't expect to?

A Because we didn't -- because the nedical |oss
ratio was either at or above the 80 percent for the

i ndi vidual and the small market or 85 percent for the

group market .

Q In the states in which you didn't pay the rebate?
A Ri ght .

Q In Texas, it was bel ow that?

A Slightly bel ow that.

Q You don't file a 10-K wth the SEC, right?

A We are not a publicly-traded conpany, so no, we
don' t

Q But is there an HCSC annual report?

A We have our statutory statenents that are filed

with the regulators, correct.

Q There's the annual statenent--
A Correct.
Q --which we're tal ki ng about ?

But does HCSC al so publish any type of annual report

which it makes available to the public or its nenbers?
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A Qur annual statement is our public information and
it's avail able because it's public infornmation.

Q Okay. But there's no HCSC report with pictures
and graphs and four colors that's like a 10-K type
annual report?

A We do annual reports of our community inpact and

things |ike that, certainly.

Q ["'msorry, I'ma little hard of hearing--
A |"msorry.
Q --so could you speak up a little bit.
A | feel like I'mtalking | oud.
Q I[t's not your fault. It's ny fault.
So you said there are certain reports. Wat type of
reports?
A They're like community giving reports, things like

t hat, annual reports.

Q But nothing would be |ike an annual report that
would be -- that is in effect a 10-K?
A W don't file 10-Ks because we're not a

publicly-traded conpany.

Q But are you famliar with the annual reports that
publicly-traded conpanies file?

A Certainly.

Q Okay. And does HCSC publish anything in the

nature of that type of report?
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A Qur annual statement which goes to the regulators

which is public information.

Q The annual st atenent--
A Yes.
Q --being the annual statenment that we initially

t al ked about - -

A Yes.

Q --that's filed with the regul ators?

A Yes.

Q Are you famliar with financial exam nations

performed by state departnents of insurance?

A Certainly.

Q Ckay. And so are you examned regqularly by the --
is HCSC exam ned regularly by the Illinois Departnent of
| nsur ance?

A Yes, we are.

Q And how frequently?

A Again, I'mnot 100 percent sure but |I know they do

at least three year periods, and it often takes thema
year to do three years so it feels like they're there
quite often.

Q Sure. It feels like they work there. But the
peopl e who work with the state insurance departnents on
those reports, do they report either directly or

indirectly to you?
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A Typically, they're managed by our conpliance

organi zation. They do not report to ne, no.

Q And do you know, are you exam ned by the other
three states in which you do busi ness?

A I don't know the answer to that question.

Q And do you know whet her you're exam ned by any

ot her states?

A O her states?

Q O her states than the four in which you--

A | don't know the answer to that.

Q And do you play any role in connection with these

exam nati ons?
A | can be -- |'ve been interviewed, certainly, by

t he exam ners.

Q Now, HCSC prepares a financial plan each year,
correct?

A Ri ght .

Q And are you involved in the preparation of that?
A | am

Q ['"'msorry?

A Yes, | am "' msorry.

Q And what is your involvenent?

A Revi ew ng the assunptions that go into it,

t hi nki ng through the investnents and the objectives that

t he organi zation has for the com ng year and then
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under st andi ng ki nd of the reasonabl eness of the plan.

And then ny team presents it to our board for their

appr oval

Q Ckay. And this plan includes a budget for
oper ati ng expenses, | would assune?

A Yes.

Q And it includes projected investnent returns?
A Yes.

Q Ckay. And projected taxes?

A Yes.

Q Okay. And projected underwiting gain?

A Enrol | nent, underwiting gain, change in business,
all kinds -- it's just lots of assunptions, yes.

Q And so for your nost recent financial plan,

guess that would be for the year 20137

A Correct.

Q So what was your projected underwiting gain in

t hat financial plan?

A You know, | don't recall the underwiting gain. |

do recall the net gain after tax which was about $650

mllion.

Q Your projected net gain after tax was $650
mllion?

A Ri ght .

Q That is substantially less, isn't it, than your
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actual net gain for 2012, isn't it?

A Correct.
Q And so why do you project that it would be | ess?
A The bi ggest reason is the preparation for the

Affordable Care Act and investnents that the conpany
needs to nmake in order to be prepared.

Q Okay. And as a percentage of prem um what
underwiting gain would you project in your 2012

financial plan?

A | believe that is sonmething under one percent.
Q For 2013, your projected underwiting gain was--
A I"msorry, the projected net gain after tax is

sonet hi ng under one percent.
Q Right. And ny question is, what was your

projected underwiting gain?

A | don't recall the percentage.
Q It was nore than one percent, though, wasn't it?
A Typically, yes, if you have investnent incone and

ot her subsidiary and you have to pay taxes, because of
taxes, your net is going to be |ess than what your
underwiting gain wll be.

Q And in your financial plan, is there also a

proj ected surplus?

A It's a result of the underwiting gain and the

estimati on of your enroll nent changes so it's not really
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a projection, it's nore of a resulting neasure.

Q Okay. And so what was your estimated surplus in
your nost recent financial plan?

A You know, | don't recall but I will tell you at
650 -- at 650 mllion, it would be approximate to a
reduction in our surplus. As you grow your insured

busi ness and cl ai n8 expense go up, we have to earn cl ose
to a billion dollars a year to stay even at the RBC

| evel of the previous year, so at 650, it woul d have

been a drop in the RBC | evel.

Q Say that again. You've got to earn close to a
billion dollars a year?

A To stay even.

Q To keep your surplus |evel?

A Yes, because we're a very big conpany.

Q And do you -- you've just got one big anount of

surplus, right? Surplus isn't allocated to each of your
four states, is it?

A Correct.

Q Have any of the state insurance departnents asked

you to allocate surplus to their states?

A I don't know the answer to that question.

Q You' ve never heard any discussion of that issue?
A No. Again, | haven't. It doesn't nean it hasn't
been asked. I1'msaying | don't know the answer to that
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guesti on.

Q And you have a projected underwiting gain by
state?

A Yes, we do.

Q Ckay. And what was that -- what were your

projected underwiting gains by state in 20127

A 2012 or '13?
Q First 2012.
A | don't recall the projection, but they do vary

significantly because our states are quite different in

t heir makeup of their business, their size. W

typically have underwiting gains in Illinois,
underwiting gain estimates or projections in Illlinois
and Texas that are in the, you know, in Illinois a

coupl e hundred mllion and Texas, it's maybe | ess than
that. In new Mexico, because it's a small plan, we
often project either break even or |oss situations. And
Okl ahoma has changed a bit over the years as they grow.
MR. KALECZYZ: Your Honor, with this line of
guestioning, | don't know, but it sounds |ike we may be
getting into confidential and proprietary information
with respect to the projections and budgets for future
years. Mss Reitan is probably in a better position
than | to ultimately make that determi nation, but if, in

fact, we are headed in that direction, we would ask that
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you cl ose that part of the proceedi ngs.

HEARI NG EXAM NER LEAPHART: Would you like to
take a break and prepare--

MR. KALECZYZ: | woul d appreciate that.

HEARI NG EXAM NER LEAPHART: --that aspect?

MR, KALECZYZ: Yes, | would, please.

HEARI NG EXAM NER LEAPHART: Let's take a
10- m nut e break.

(Whereupon, a brief recess was taken.)

HEARI NG EXAM NER LEAPHART: Let's reconvene.

MR, KALECZYZ: Your Honor, during the break,
M. Angoff and | conferred about the |ine of questioning
that he is noving toward and we've agreed that for
pur poses of the imrediate |ine of questioning, there is
confidential and proprietary information in the view of
HCSC, and we woul d ask that the roombe cleared as it
was yesterday, the sane stipulation in effect as
yest er day.

MR. ANGCOFF: And the principle, your Honor, is
this, for forecasts, the position HCSC is taking is that
that should be confidential, which for purposes of this
hearing, we agree to. W do not want that to be taken
by anyone as our -- as any -- as our acceding to the
position it really is trade secret.

HEARI NG EXAM NER LEAPHART: The sane
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under st andi ng we had yest erday?

MR. ANGOFF: Yes, sir. But the things that
aren't -- aren't forecasts, those aren't confidentia
and |'ve got one question that doesn't involve the
forecast and then a series that do involve the forecast.

So can we go ahead with the one question?

HEARI NG EXAM NER LEAPHART: You're okay with
t he non-forecast?

MR. KALECZYZ: As long as M. Angoff is asking
guesti ons about actual performance, we don't have any
problemw th that. Wen he is asking for either
forecasts for 2013, 2014, or alternatively, if he's
asking, for exanple, what was forecasted in 2011 for
your 2012 financials, that, again, we would have an
issue with. And so even if it's forecasts that were
made in prior years, we would ask that that be seal ed.
Questions about actual performance, we don't have a
probl em wi t h.

HEARI NG EXAM NER LEAPHART: Did you have sone
guestion as to actual? You can proceed with those.

MR, ANGOFF: Just one.

Q (By M. Angoff) Mss Reitan, we tal ked about a
surplus, an allocated surplus to different states, and |
forget exactly where we were but | wanted to know

whet her any i nsurance conm ssioners had asked HCSC to
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al locate surplus to their states, and | forget what your
answer was?

A | don't believe so but | don't know for certain.
Q Ckay.

MR. ANGCOFF:  Your Honor, may | have this
mar ked?

HEARI NG EXAM NER LEAPHART: Yes, you nmay.

Q (By M. Angoff) Mss Reitan, |'ve handed you
what's been marked as Conm ssioner's Exhibit B for
identification and ask whether you can identify it?

A This is the -- are the mnutes fromthe Decenber
9th board neeting of HCSC.

MR. KALECZYZ: Excuse ne, your Honor, this
docunent, as it indicates on the face of it is
confidential and proprietary information. To the extent
that M. Angoff is going to ask any questions about
that, I think we've now reached a point in the
proceedi ngs where they should be closed to the public
pursuant to the agreenents we had yesterday and
di scussed a few m nutes ago.

MR, ANGOFF: That's fine wth us, your Honor.
| just would first like to nove what has been marked as
Conmi ssioner's Exhibit B into evidence as Conmm ssioner's
Exhi bit B.

HEARI NG EXAM NER LEAPHART: 1Is there any
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obj ections to Comm ssioner's Exhibit B?

MR, KALECZYZ: W have no objection, your
Honor, provided that, again, this exhibit be seal ed
along with the testinony that | think M. Angoff is
about to elicit.

HEARI NG EXAM NER LEAPHART: Any objection from
the Attorney General's Ofice?

M5. HUBBARD: None, your Honor.

HEARI NG EXAM NER LEAPHART: It's admtted. So
pursuant to that stipulation, at this point, | would ask
t hat everybody other than the attorneys involved in this
matter please retire to the | obby and that the doors be
cl osed.

(Wher eupon, a portion of the proceedi ngs were
seal ed.)

(Whereupon the foll ow ng proceedings were held in
t he presence of the Public.)

HEARI NG EXAM NER LEAPHART: Let the record
reflect that the public has been invited back into the
courtroom and are present for any further exam nation.

MR. ANGOFF:  Thank you, your Honor.

CROSS- EXAM NATI ON ( Cont . )
BY MR ANGOFF:
Q Mss Reitan, you're in charge -- did you say

you're in charge of the teamwhich is negotiating the
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terns of the transaction between HCSC and Bl ue Cross of

Mont ana?
A Yes, | am
Q Ckay. And you are one of the people, weren't you

that met with Blue Cross of Mntana people on June 1llth
in Three Forks, Montana, right?

A Yes, | was there.

Q And what did you understand the purpose of that
neeting to be?

A | understand the purpose was for the Board of
Directors of the Montana plan to talk to us and
potentially other Blue Cross plans about their interest
in a possible alliance.

Q And did you know that Blue Cross -- did you think
that Blue Cross of Montana was neeting with any ot her
conpani es at about the sane tine?

A W were not told that directly but we guessed that

that was the case as wel |l .

Q Did you think that there was nore than one conpany
i nvol ved?
A | knew there was definitely at |east one nore. It

coul d have been nore than that.
Q And did you think that the other conpany was the
conpany that we referred to in this proceedi ng as

Conpany X?
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1 A | have no way of answering that.
2 Q You don't know who Conpany X is?
3 A ["'mnot a hundred percent sure, and | don't know.
4 Q Now, there were several issues to be negotiated
5 bet ween Bl ue Cross and HCSC, correct?
6 A Correct.
7 Q Ckay. And as the head of the team what were your
8 bi ggest concerns in the negotiations?
9 A It's kind of a broad question. Do you have
10 sonet hi ng nore specific?
11 Q No, just what was -- in talking to Blue Cross of
12 Mont ana about a possible affiliation, what was nost
13 i nportant to HCSC?
14 A Vell, | think we've said earlier that one of our
15 obj ectives as a non-investor owed Blue Cross plan to
16 try to find a way that we can hel p other Blue Cross
17 pl ans interested in staying non-investor owned neet
18 their needs for the future, and so this was an
19 opportunity to have a conversation with a |ike-m nded
20 Bl ue Cross pl an.
21 Q Ckay. And other than the docunent that we were
22 earlier just previously discussing, did HCSC ever
23 estimate or retain anyone else to estinmate the val ue of
24 Bl ue Cross of Montana?
25 A W didn't, and we didn't with that one either.
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Q Well, what -- | thought you had never seen that
docunent ?
A Vell, | think it was represented in the cover

letter and reflecting in the cover letter, what the

cover letter said. |I'mreflecting what the cover letter
sai d.
Q O her than that cover l|letter, you have no personal

knowl edge one way or the other about that report?

A Ri ght, correct.

Q Did you ever | ook at any other type of -- in the
course of your negotiations with Blue Cross of Mntana,
any conparabl e conpani es, any conpanies that were
conparable to Blue Cross of Mntana?

A No, other than the fact that the Blue Cross/Bl ue
Shield of New Mexico plan had sonme simlarity to it at
the tinme that that asset agreenent was signed.

Q Okay. Did you -- you weren't at HCSC when Bl ue --
when the acquisition of Blue Cross of New Mexico and
Okl ahoma occurred, right?

A Correct.

Q But did you | ook at how nuch HCSC paid for Blue
Cross of New Mexico and Blue Cross of Gkl ahoma?

A I ncunbent in the relationship to the transaction,
| becane aware of it, yes.

Q And did you ook at -- did you convert that into
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a per covered |ife or per nenber cost?

A | don't think that was the nethodol ogy.

Q So did there cone a tine when Blue Cross and HCSC
agreed that the price that HCSC woul d pay woul d be
determ ned by an expert val uation?

A I n any business transaction, as | understand it --
|"m not a transaction expert -- the understandi ng of
what each party is | ooking to acconplish and the
environnent that they're operating in, particularly when
it comes to Blue plans, you have to take all that into
account and you have to, in this case, had to take into
account the conversion statute and what it dictated.

Q And so did there cone a tine when HCSC and Bl ue
Cross of Montana agreed that the value -- that the price
t hat HCSC woul d pay woul d be determ ned by a third party
val uati on?

A The net hodol ogy we agreed to use was to gain an

i ndependent val uation of the fair market value as was
required by the conversion statute. And then HCSC
reserved the right to either enter into that valuation
wi th the Montana plan or not.

Q You agreed to -- am| correct in understanding

t hat you agreed to purchase the Blue Cross of Mntana
assets subject to a price to be determ ned?

A We agreed to approach this with a fair market
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val ue val uati on, independent valuation to set the price
whi ch was what we believed the conversion statute told
us we needed to do.

Q But did you -- did you understand that you would
be bound by whatever the valuation was or did you
believe that you were free to wal k away?

A Vell, it was an independent valuation and it was
gotten by the Montana plan and then we, after getting
it, we either accepted it and that becane the purchase

price or we could have not and not gone ahead with the

al l'i ance.

Q You coul d have rejected it?

A We coul d have not gone ahead.

Q And di d you have any discussions as to what the

val uati on woul d have to be in order for you not to go
ahead with the transaction?

A No.

Q kay. At what price would you have wal ked away
fromthe transaction?

A Well, as we | ooked at the transaction, we thought
about three -- you know, a nunber of factors. One was
certainly the purchase price. The second one was the
fact that we were going to be | eaving a surplus behind
and knew that the mnute the nenbers of the Montana pl an

becanme our nenbers, we would have to cover their surplus
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requirenments, so that was sonething that's been on our
m nd. And part of our thinking about what the value --
what the right value is or how nuch we woul d pay.

And then the | ast piece certainly is what it costs
to convert and invest in another Blue Cross plan in
another state. So all those three factors played
together for us in ternms of what becomes a reasonabl e or
unr easonabl e overall cost.

Q Sure. And at what price would you have wal ked

away fromthe transaction?

A You know, | think we're probably there.
Q ['"'msorry?
A | think we're there. W've agreed -- we've

stipulated a 40.2 mllion price, and we think it's in

t he range of a reasonable fair market value, and given
the other expenses that we are anticipating, it is about
as far as | can go froman authorization standpoint.

Q The valuation that you originally agreed to was
17.6 mllion, correct?

A Correct.

Q Okay. And then how did you go from17.6 mllion
to 40.2 mllion?

A There was a valuation that was done by the State
as part of their process, the Attorney Ceneral's Ofice,

and al so within our valuation, there was an upper end
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range, so the ranges all appear to converge and it nade

sense to us that this is a fair market val ue.

Q So the 40.2 mllion is still within the range of
t he- -

A Correct.

Q --of the valuation?

Did HCSC ever consider having an investnent banker
val ue Bl ue Cross of Montana?
A No.
Q Have you had i nvestnent bankers val ue ot her
conpani es that you were acquiring?
A | have not been involved in them QOhers at HCSC
may have but | have not.
Q Do you know how -- and | know you weren't at the
conpany at this tinme, but do you know how HCSC

determ ned how nuch it would pay for Blue Cross of New

Mexi co?

A | don't know.

Q And do you know how nmuch -- how HCSC agreed how
much -- how nmuch H -- do you know how HCSC det er m ned

how nuch it would pay for Blue Cross of Cklahoma?
A | don't know.

Q Now, once the Affordable Care Act takes full
effect in 2014, there will be restrictions on both

underwiting and rating, correct?
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A. Correct.

Q WIl|l HCSC then have | ess use for actuaries and
underwiters? That sounds too harsh. WII actuaries
and underwriters have fewer responsibilities because of
the mandated rating and underwiting regi ne under the
Affordabl e Care Act?

A Personally, | think it's the equal enploynent act
for actuaries and for financial people, to be honest

wi th you.

Q So you're not worried about your actuaries needing
things to do?

A No.

Q Now, the Affordable Care Act prohibits insurers,

doesn't it, fromusing health status in rating after

20147
A Correct.
Q But can you still use a wellness programas a

rating factor?

A | believe that there nmay be sone ability to use
whet her peopl e snoke or not and maybe a few ot her
factors but | don't know if there's nmuch beyond that.
Q kay. And are you famliar wth the well ness
prograns that HCSC currently uses?

A To sone degree, yes.

Q VWhat are they?
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A That's a pretty broad question.
Q Well, what -- in connection with your rating
nmet hodol ogy, what types of -- what program woul d enabl e

sonmeone to get a decrease if he or she conplied with it

and/ or would get an increase if he or she didn't?

A You know, again, we are in the process of putting

all of our products and rates together for ACA and l|ots

is still in flux and I"malso not an actuary so | can't

answer that question.

Q "' mnot asking you about the future but currently.
" masking currently, do you know what wel | ness prograns

you have in place?

A Not with great specificity, no.

Q Did you read M. (Gl asso's val uati on?

A Not conpl etely, no.

Q What did you read of M. Galasso's val uation?
A Sonme of the sunmary.

Ckay. And are you aware that he estimated that
t he average increase in cost for the first year after
the Affordable Care Act is in effect, that is the
increase in the riskiness of the book of business would
be 25 percent in the individual market and 18 percent in
the small group market?
A. | did not -- don't recall that, but it doesn't

surprise ne.
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Q So that sounds reasonabl e?
A It could be. That could be higher. There's a |ot
of uni nsured young people with a different illness

burden and it depends a | ot on which state and market
you're particularly tal king about.

Q But does that sound reasonable to you?

A Again, it mght as an overall average, but we
don't rate on overall averages. W rate on specific
mar kets and specific rating areas so | don't think you

can extrapol ate one to the other.

Q So it could be higher; it could be | ower?
A Correct.
Q Are you going to need a broker network to sel

t hrough t he exchanges?

A Qur plan is to do both, sell both direct through,
you know, web-based tools and through the exchanges and
al so to use insurance agents. W think they're going to
play an inportant role, particularly during the nmarket
transition period.

Q Do you know whet her people who buy w thout an
agent woul d pay a |l ower price than people who buy

t hrough an agent ?

A Again, |I'mnot as sure about all of our approach
to our rate setting at this stage of the game so | can't

answer that question.
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Q Bef ore you agreed to -- before HCSC agreed to

enter into this transaction wth Blue Cross of Mntana,
did you have any concerns about the costs possibly not
being worth -- the benefits possibly not being worth the
cost because of Montana's small size?

A Certainly, we weighed a nunber of factors and
because of our fiduciary duty to our policyhol ders, we
had to make sure we made a good business decision. So
there were a nunber of factors, but at this stage of the
ganme, we feel okay about where we are.

Q And in all your other states, in the three other
states where what used to be Blue Cross of Illinois
acquired the Blue Cross plans, there's been substanti al

growt h, correct?

A Correct. And there is still a Blue Cross/Bl ue
Shield of Illinois.
Q | stand corrected. Thank you

Do you have any reason to expect that there wouldn't
be substantial growh of Blue Cross of Montana?
A Again, it's alittle hard to tell because we
haven't done any market projections or significant work
on the Montana market and al so because everything is
changi ng because of ACA
Q You' ve done no anal ysis of the Montana market ?

A You know, | personally, when we first got the cal
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from Montana, | | ooked up the Montana statutes, the
census statistics and tried to get a sense of the state
and in ternms of geo -- denobgraphic statistics, things
like that. And then you certainly heard that we've done
sonme analysis of workforce in the state of Mntana but
beyond that, really, no, we have really not done any

nor e.

Q So you' ve agreed to purchase the Blue Cross of

Mont ana assets in this case for $40.2 mllion but you
haven't | ooked at the conpetition that Blue Cross has in
Mont ana?

A At a cursory level just because of conversations
with the Blue Cross plan here, certainly, but, you know,
we are -- this is an asset purchase. W're purchasing

t he i nsurance business of Blue Cross/Blue Shield of
Montana. W are in the insurance business, and we're in
t he individual market and the small group market and the
group market. We know this business pretty well. And
we are not an investor-owned group plan and they are as
well, so wth sone pretty high | evel review, we can have
an under st andi ng of the market.

Q Wul d you have entered into this transaction if
you didn't believe that you could grow the business in
Mont ana?

A Yeah, we may have.
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Q And how woul d that be a benefit to -- if you

couldn't grow the business of Mntana, how woul d that

benefit -- why would you enter into the transaction?
A Because we have ot her objectives as a conpany.
You know, | nentioned before that we're a non-investor

owned nmut ual conpany, and we believe in the nodel and we
al so believe that the Blue Cross approach or having a

Bl ue Cross plan avail able for every geography in the
country is a good thing, and so sone of our objective is
related to that purpose and m ssion and sonme of it is a
busi ness objective, but it's pretty strongly al so that
pur pose and m ssi on.

Q So you woul d enter into this transaction at | east
in part for altruistic reasons?

A You bet.

Q The nenbers of HCSC own the conpany, right?

A Correct.

Q kay. And so the nmenbers are al so the

pol i cyhol ders, correct?

A The policyhol ders are the nenbers.

Q And the policyholders get -- have certain benefits
by reason of being policyholders, right? They -- under
the contract that they have, they get certain benefits,
correct?

A Correct, but you're going to be -- I'm again, not
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a lawer and I"'mnot a structure -- not a person who
understands structure to a significant degree, so | do
know that we're a nmutual and that we have policyhol ders
and that they elect our board of directors.

Q Okay. And do you know what benefits nenbers get

by reason of their status as nenbers?

A | couldn't answer beyond what | just did.

Q And do you know when, if at all, the nenbers neet?
A Annual | y.

Q And do you know when the last tinme is that they
met ?

A I think it m ght have been in February.

Q And do you know what action the nenbers take at

t heir annual neeting?

A | know they elect the board of directors.
Q Do you know whet her they make any ot her deci sions?
A Again, |I'mnot the best person to answer that

guestion so | don't know.

Q And have you ever gone to any of the nenbers
meeti ngs?

A. | have, yes.

Q Wen was the | ast one that you went to?

A I think I went this year.

Q ['"'msorry?

A I think I went this year.
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Q And so at that neeting that you attended, the

menbers elected -- did you renenber that -- do you
remenber whether they, the nenbers, elected a board of
di rectors?

A They el ected the board of directors, the nmenbers
of the board whose termwas up and open for reelection,
yes.

Q And do you renenber whether the nmenbers at that
meeting took any other action?

A | don't recall.

Q You don't renmenber them specifically taking any
ot her action?

A | don't renenber

Q W' ve heard a | ot about a possible facility in
G eat Falls, Mntana that HCSC woul d open if this

transaction cl osed, correct?

A Correct.
Q And in your testinony and your prefiled testinony,
you said that if we didn't do it -- if you couldn't --

if HCSC couldn't make final plans by the end of
February, that would be too |late, correct?

A Well, can you tell nme what page.

Q Sure, it's right at the end of your testinony,
page 19, the first paragraph.

A Socan | read it?
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Q Pl ease do.

A HCSC nmust have additional facilities along wth
the trai ned workforce ready for the new i nsurance
exchange enrol | nent that begins in Cctober of this year.
To acconplish that objective, HCSC nust begin finalizing
its custoner service center plans later this nonth,
February in quotes. |If HCSC does not open a center in
Geat Falls or in Montana, it wll need to open an
addi tional center in another |ocation in one of our
st at es.

| think the key thing here is we were finalizing our
pl ans for custoner service in February.
Q It was inpossible in February, wasn't it, to
finalize plans that would include a Geat Falls facility
because you didn't know whet her there would be a G eat
Falls facility?
A Well, | sure hoped we could have known. The
original hearing was set for the 12th and we were really
hopi ng we woul d have a better indication within the
nonth of February, certainly. And the reason is because
of ACA if for no other reason.

We have a | ot of expansion. W have a thousand open
positions today in our conpany. And the problemis ACA
has an Cctober 1 deadline and it is not going to nove,

SO we can't nove either. W have to get this work done.
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1 Q And how did you go from saying you had to begin

2 finalizing your custoner service center plans later in

3 February in your prefiled testinony to what you said --

4 what was in the stipulation that was entered into

5 bet ween -- anong HCSC and Bl ue Cross and the Attorney

6 CGeneral's Ofice two days ago where the deadline is now

7 March 30 by which you nust finalize custonmer service

8 pl ans?

9 A Well, and again, this statement refers broadly to
10 custonmer service plans, just to be clear, in ny prefiled
11 testinony. But, you know, we have -- our objective is
12 to have that call center open and able to start taking
13 calls in August of this year, so you just back it up
14 fromthen, try to figure out when you have to have
15 peopl e trained and ready to go; therefore, when you have
16 to start their training, when you need to do their
17 hiring, where you're going to do their training and then
18 how the call center will be nade available in tine.

19 So | refer -- | rely on ny teans that do this work
20 to tell nme what tinme do you need to get this work done.
21 And the first answer you always get is I'll take as nuch
22 time as you can give ne, and then you push thema little
23 bit harder, and because of the change of events here,

24 |"ve been pushing them And we enter -- you know, it

25 would have been -- we would have nade | ess commtnents
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by the end of February.

W' re already into sone conmtnents and we need to
make nore commtnents. W get to the point of no return
by the end of March.

Q So as of today, you're saying the point of no
return is March 30t h?

A Correct.

Q And so what do you need -- what -- what is HCSC
requiring the State of Montana to commt to in order for
HCSC to provide a hundred jobs in Geat Falls?

A You know, again, I'mnot a lawer and so | don't
know enough about kind of what technically or legally
this mght translate into, but | understand that, you
know, actual closing of a conpany takes a | ot |onger.
There may be sone procedural things that need to be
acconplished. But as a businessperson, | need an
under st andi ng of whether HCSC is highly likely to be
doi ng busi ness in Mntana because, if we are, we would
like to begin putting nore enpl oynent here.

Q So if HCSC does not believe that it's highly
likely that -- if HCSC by March 30th does not believe
that it's highly likely that the transaction will close,
then it's too late to establish this facility in Geat
Falls for this year?

A It's a real mssed opportunity. | will say up
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until the continuance that occurred, | didn't have ny
teans working on a Plan B. This was ny Plan A and
didn't have a Plan B, but we're doing sone other
contingency planning in case it doesn't look like it's
goi ng to happen.

Q So unl ess Health Care Service Corporation does not
believe by March 30th of this year that it's highly
likely that the transaction will be approved, then it
will be too late for HCSC to establish a facility in
Geat Falls for the upcom ng year; is that correct?

A It would be too | ate wi thout us spendi ng noney
that we wouldn't be able to ultimately use, which

woul d prefer not to do.

Q So March 30th then is not a drop-dead date?

A No, it's a pretty heavy drop-dead date. People
want to start doing renodeling and start doing hiring
fairs and things like that. And | really don't want to
do those things. | think that would be inprudent and
unfair to people if we did, so it really is a point of
no return.

Q So by point of no return, you nean if the State of
Mont ana does not assure HCSC by Novenber -- by Mrch
30th, that the transaction will close, HCSC w || not
open the facility in Geat Falls?

A | think I said that I'm | ooking for high
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i kelihood or a I evel of confort that we'll be doing
busi ness here, and | said | don't know what that neans
in terns of legal term nology or other steps that could
be taken.

Q Sure. But if you don't have that |evel of confort

by March 30th, then there will be no facility in G eat

Fal | s?
A As a busi nessperson accountable for this, it would
be -- yes, nake ne very unconfortable.
MR. ANGOFF: Thank you, your Honor.
Thank you, Mss Reitan. And that's all | have.

THE W TNESS: Thank you.

HEARI NG EXAM NER LEAPHART: | would like to ask
a question, if I could. Does the opening of the
facility in Geat Falls go hand in hand with the asset
purchase? Can they -- is there the possibility that you
could go ahead with the asset purchase even if you
couldn't open the facility in Geat Falls?

THE WTNESS: Yes. Yes, we would. But it's
such a great opportunity to begin our workforce
expansi on here because we do need to expand our
wor kf orce, so |I'm not saying that we wouldn't go ahead
Wi th the asset purchase, |I'mjust saying |I've got these
deadlines | need to neet and | need an enpl oyee base.

HEARI NG EXAM NER LEAPHART: Thank you. M ss
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Hubbar d.

CROSS- EXAM NATI ON

BY MS. HUBBARD:
Q Mss Reitan, is it your understandi ng that HCSC
and Blue Cross/Blue Shield can wal k away fromthis deal,
wi thdraw their application at any tine?
A | believe there's -- | know we entered into a
stipulation and I'mnot recalling the specific details
of that.
Q Wuld it help you if you had the stipulation in
front of you?
A It would, thank you.
Q Take your time in reviewing it. |'mjust asking
for your appreciation of whether HCSC and Bl ue Cross/
Blue Shield could wal k away fromthe deal ?
A | guess | read on the second page, nunber -- under
6B, it appears -- the way | would read this is up unti
the March 30th date, we are obligated to continue and
after that, we wouldn't be under any obligation. That
woul d be the way | would read it.

M5. HUBBARD: Thank you.

MR, MCMAHON:  Not hing for Blue Cross, your
Honor .

HEARI NG EXAM NER LEAPHART: Redirect.

MR, KALECZYZ: W have no redirect, your Honor.
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HEARI NG EXAM NER LEAPHART: Ckay. Thank you,

Ms. Reitan. You may step down.
MR, KALECZYZ: Your Honor, we're going to do a
little shuffle of seats for a nonent.

HEARI NG EXAM NER LEAPHART: Do you need a

br eak?

MR, KALECZYZ: No, we don't need a break, your
Honor .

HEARI NG EXAM NER LEAPHART: M. Lasl ovich.

MR. LASLOVICH | would like a short break if
may.

HEARI NG EXAM NER LEAPHART: Ten m nut es.

MR, LASLOVI CH. That woul d be great.

HEARI NG EXAM NER LEAPHART: Ten m nutes after
t hree.

(Wher eupon, a brief recess was taken.)
HEARI NG EXAM NER LEAPHART: It's 3:10. Are we
ready to proceed?
MS. WTT: W are, your Honor. The Applicants
calls Janmes Gal asso.
HEARI NG EXAM NER LEAPHART: Good afternoon
THE W TNESS: Good aft ernoon.
111
111
111
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JAMES P. GALASSO

a wtness, after having been first duly sworn, testified
upon his oath as follows:
DI RECT EXAM NATI ON

BY M5. WTT:
Q Wul d you state your full name and spell your | ast
nanme for the record, please.
A James P. Gal asso, GA-L-A-S-SO

M5. WTT: My | approach the w tness?

HEARI NG EXAM NER LEAPHART: You may.
Q (By Ms. Wtt) M. Galasso, |I'mgoing to approach
you and hand you a docunent entitled Direct Testinony of
Janes P. Gal asso dated February 8th, 2013. [Is that
testinony that you prepared in connection with the
application that brings us here today, M. Gl asso?
A Yes, it is.
Q And do you adopt that testinony in connection with
t hese proceedings as it is witten?
A Yes, | do.
Q Have you been nade aware that Bl ue Cross/Blue
Shield of Montana, Health Care Service Corporation and
t he Montana Attorney General have stipul ated for
purposes of this action that $40.2 mllion represents a
fair market val ue of the purchased assets?

A. Yes, | am
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your Honor, to get organized.

is hard to work from

MR. LASLOVICH It's awful.

HEARI NG EXAM NER LEAPHART: It's a gem

MR. LASLOVICH: Pardon ne? Yes.

CROSS EXAM NATI ON
BY MR LASLOVI CH

Q M. Gal asso, good afternoon
A Good afternoon.
Q It's really good seeing you again. | appreciate
you com ng to Montana.
A Thank you.
Q You and | spoke briefly during one of the breaks,

M. Galasso, and | want to just nake sure that it's
clear in the record. Sone people have referred to you

as Dr. Gal asso, sone have referred to you as M.

Gal asso.

appropri
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M5. WTT: Pass the w tness, your Honor.

HEARI NG EXAM NER LEAPHART: Thank you.
MR. LASLOVI CH. Thank you, your Honor.
HEARI NG EXAM NER LEAPHART: M. Lasl ovi ch.

MR. LASLOVICH. Wbuld you give ne a second,

HEARI NG EXAM NER LEAPHART: Ckay. That podi um

| want to nake sure | refer to you

ately. Is it Dr. Galasso or M. @Gl asso?
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A. M. Gal asso.

Okay. Thank you, sir.

M. Gal asso, do you have a copy of your report that
you did on behalf of Blue Cross/Blue Shield of Montana?
A No, | do not.

Q We're going to get into sone questions about your
report. Whuld it assist you to have a copy of that
report once we get into those questions?

A Yes, it woul d.

MR, LASLOVI CH.  Your Honor, if | may approach

HEARI NG EXAM NER LEAPHART: You may.

MR, LASLOVICH. And this is a part of the
application, your Honor, so |I'mpresumng | don't need
to have it marked as an exhibit and adm tt ed.

HEARI NG EXAM NER LEAPHART: It's in the record.

MR. LASLOVI CH:  Ckay.

HEARI NG EXAM NER LEAPHART: Wuld you rem nd ne
whi ch nunber, if you know.

MR. LASLOVICH | will tell you

THE CLERK: 5.

HEARI NG EXAM NER LEAPHART: 5.

MR, LASLOVI CH. Yes, your Honor, Tab 5. Thank
you.

Q (By M. Laslovich) M. Glasso, have you had a

chance to briefly |l ook at your report that |'ve just
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gi ven you?
A Yes.
Q Is it your full report that you prepared for Blue
Cross/Blue Shield of Montana which is attached to the

application?

A Well, this is the one marked Privil eged and
Confidential, and I know we had -- let nme just check one
page. | hate to say this, but | think there was a

subsequent version to this report that was ultimtely
filed.
There was a little expansion of that section.
Yeah, | have the final report.
MR. LASLOVICH: | really apol ogize, M.
Gal asso, and your Honor.

HEARI NG EXAM NER LEAPHART: M. Gal asso, feel
free to nove that m crophone so you can access the
report.

THE W TNESS: Thank you.

MR. LASLOVICH: Forgive ne. | thought | was
being smart and getting the one that was marked because
we had page nunber issues, and clearly | got the wong
one, so | apol ogi ze.

Q (By M. Laslovich) Before we get into that
report, M. Galasso, you're an actuary, correct?

A. Correct.
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Q You' ve been an actuary for a long tine, correct?
A Yes.
Q And you' ve never done work for Blue Cross/Blue

Shield of Montana prior to doing this report; is that

correct?
A That's correct.
Q But you have done work for sonme Blue Cross/Blue

Shield clients across the country; is that correct?

A That's correct.

Q You were previously enployed by Blue Cross/Bl ue
Shield of Florida; is that correct?

A Correct.

Q And subsequent to that enploynent, you consulted
for Blue Cross/Blue Shield of Florida; is that correct?
A Correct.

Q And then al so consulted for Blue Cross/Blue Shield

of Louisiana; is that correct?

A Correct.

Q And Bl ue Cross/Blue Shield of Mchigan; is that
correct?

A That's correct.

Q Bl ue Cross/Blue Shield of M ssissippi; is that
correct?

A Correct.

Q Bl ue Cross/ Bl ue Shield of Kentucky?
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Correct.

Bl ue Cross/Blue Shield of North Carolina?
Correct.

Bl ue Cross/Blue Shield of South Carolina?
Correct.

Bl ue Cross/Blue Shield of Georgia?
Correct.

Bl ue Cross/Blue Shield of Hawaii ?

> o » O » O » O >

Correct.

And sone consulting work for the Blue Cross/Blue
Shi el d Association; is that correct?

A Correct.

Q To your know edge, have | m ssed any Blue Cross
pl ans that you've done consulting work for in the past?
A Probably just say Well Point, which covers several
Bl ue Cross/Blue Shield plans.

Q So that report that you have in front of you, M.
Gal asso, is dated Novenber 9th, 2012; is that right?

A Correct.

Q And what was your understandi ng of what you were
supposed to do when you were contacted by Bl ue
Cross/ Bl ue Shield of Mntana?

A Eval uate -- conduct a cash flow anal ysis of
specified contracts that were presented to nme for

eval uati on.
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Q Did you know -- let nme just back up.

Did Blue Cross/Blue Shield of Montana tell you that
they were going to use your valuation as part of a
potential acquisition?

A They said they were considering an acqui sition,
yes, and it mght very well be part of that.

Q But you didn't know who the potential acquirers
were; is that right?

A That's correct.

Q And when you did your report, you had di scussions

with Blue Cross/Blue Shield of Montana managenent; is

that right?

A Correct.

Q And t he purpose of those discussions were to
ensure that you had, 1'll use the word "reasonabl e"

assunptions in your report; is that correct?

A That's correct.
Q And- -
A | should al so say al so reasonabl e factual data,

factual assorted data.
Q Very good. Thank you.

And am | correct that your primary point of contact
at Blue Cross and Blue Shield of Montana when you were
doi ng your work was Jim Spencer, the chief actuary, for

Bl ue Cross/Blue Shield of Mntana?
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A He's the person | spent nost of ny tinme with, yes.
Q And am | correct in saying that you certainly
relied on sone of the assunptions that Blue Cross/Bl ue
Shield of Montana submtted to you during the course of
your worKk?

A Relied on -- | guess | would consider it

consul tation, that we had back and forth di scussion and
ultimte agreenent as to what were reasonabl e

assunpti ons.

Q Okay. You talked briefly in your deposition about
your nodeling, and | just want to briefly ask you a
coupl e of questions about your nodeling. You're the

founder of your conpany; is that correct?

A That's correct.

Q And as founder of your conmpany -- correct ne if
l"mwong -- you were the one who created the Optim zer?
A That's correct.

Q And can you just tell -- let me go to the next
guestion and then we'll try to explain. You also

created the Segnenter; is that correct?

A That's correct.

Q Can you tell us just briefly and to the extent you
can in layman's terns what those two nodels are.

A I will make it very brief and obviously, if you

have any nore detail ed questions, | would be happy to
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answer as detailed as you like. But basically, the
Segnenter takes historical information, and | was
provi ded 30 nonths of nonth by nonth historica
information for the nine business segnents that | was
asked to evaluate. And fromthe Segnenter, that gets
exported to data.

The actual historical data gets exported into what |
call the Optim zer, which is the projection nodel. And
the projection nodel then projects the cash flow on a
going forward basis. That is the present value of those
cash flows are what are used to devel op the appraisa

value in ny report.

Q I[t's not sinple, is it, M. Galasso?

A No, it's ny nost conplicated nodel by far.

Q M. Galasso, I'mgoing to ask you to turn to your
report, if you wll. The copy that you have doesn't

have a page nunber.

A M ne has page nunbers.

Q It does? |If you refer to the exhibits?

A kay, refer to exhibits. No, you're right, the
exhibits are m ssing the page nunbers. |'msorry.

Q M. Galasso, I'msorry, did you say your exhibits

wer e page nunbered?
A No, | was incorrect. The report was page nunbered

but the exhibits are not.
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Q Ckay.

MR, LASLOVI CH.  Your Honor, if | may approach
M. Gal asso.

HEARI NG EXAM NER LEAPHART: You may.

MR. LASLOVICH: Your Honor, I'ma little
enbarrassed so forgive ne. | thought | had this great
pl an of having the report that | gave to hi mwhich had
t he nunbered pages. Cearly, that wasn't the right
report, so | was unprepared to have copi es avail abl e of
certain exhibits that are wwthin his report identified
as certain exhibits.

In conferring with counsel, | think it would be
easier for all of us if | had copies nade of those
exhibits that I want to use wwth M. Galasso so that we
all can be on the sane page.

HEARI NG EXAM NER LEAPHART: That's fi ne.

MR, LASLOVICH. So if | can just have two
m nutes to nake these copies, your Honor

HEARI NG EXAM NER LEAPHART: Is it going to help
facilitate matters if you go through and put page
nunbers, handwite themin or--

MR. LASLOVICH: That has been done, but
really, | think this would be perhaps--

HEARI NG EXAM NER LEAPHART: kay.

MR, LASLOVICH. --nore sinple.
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HEARI NG EXAM NER LEAPHART: Let's do it then.

(O f the record briefly.)

MR. LASLOVI CH.  Your Honor, thank you for your
pati ence.

HEARI NG EXAM NER LEAPHART: You may resune.

MR. LASLOVICH: If | may have this marked, your
Honor .

HEARI NG EXAM NER LEAPHART: All right.

MR. LASLOVICH: If | could give it to the
W tness, if | can approach

HEARI NG EXAM NER LEAPHART:  Sure.
Q (By M. Laslovich) M. Galasso, |'ve handed you
what's been marked as Exhibit F. Do you recognize that?
A Yes, | do.
Q And was that included in your report that you did

for Blue Cross/Blue Shield of Mntana?

A Yes, it was.
Q And this is--
HEARI NG EXAM NER LEAPHART: | take it since

this is already in the application, there's no objection
to it?

M5. WTT: No objection.

MR, LASLOVI CH.  Your Honor, | wasn't going to
nove to admit, but |'m happy to do that.

HEARI NG EXAM NER LEAPHART: | just wanted to be
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cl ear.

Q (By M. Laslovich) This sheet is a summary of the
scenarios that you ran in the Optim zer and Segnenter;
is that correct?

A The Optim zer, yes.

Q The Optim zer. Excuse ne. And the appraisal date
is as of January 1st, 2013; is that right?

A Yes, that's correct.

Q And you also, didn't you, run some scenari 0s

t hrough the Optim zer with an appraisal date as of June

30th, 2012; is that correct?

A Wl |, the appraisal date of June 30 was driven off
of the January -- it wasn't run through the Optim zer
Separately. It was these nunbers discounted by six

nonths to June 30.
Q Okay. Very good. | appreciate that.

But you did -- you did an average of scenarios with
an appraisal date as of June 30, 2012; is that right?
A Correct.
Q And that is included within your report and based
on that average, your average of those four scenarios as
of June 30th, 2012 was approximately $17.6 nmillion; is
that correct?
A That's correct.

Q And t hat nunber represents, M. (Gl asso, doesn't
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it, the initial purchase price that HCSC was willing to
pay for Blue Cross/Blue Shield of Montana's core
busi ness? |s that your understandi ng?
A I think that goes beyond ny know edge. |
submtted the report and I wasn't privy to any
negoti ati ons or understanding in terns of purchase
price.
Q Well, Mss Wtt asked you under your direct
whet her you knew about the $40.2 million. You said yes.
A. | was made aware of it, right.
Q And di d you know what the purchase price was
before the $40.2 nmillion?
A I don't think I can -- that | recall know ng that
17.6 was an acknow edged purchase price, just that it
was the average of ny scenarios
Q Oh, very good. kay.

So turning then, M. Galasso, to Exhibit F, the
average of those scenarios with an appraisal date of

January 1st, 2013 is approximately $18.6 nmillion; is

that right?
A Correct.
Q And it's also correct, isn't it, that it's just

t he average of Scenarios 1 through 4 and you're not
i ncluding Scenario 5; is that right?

A That's right.
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Q And in Scenario 5, you're accounting for the
nonassi gnability of provider contracts; is that correct?
A That's right.

Q And the reason you're accounting for the

nonassi gnability of provider contracts is because Bl ue
Cross/Blue Shield of Montana told you that the provider
contracts that they've entered into would not be
assignable to an acquirer; is that correct?

A That is correct.

Q And Bl ue Cross/Blue Shield of Montana gets a

di scount for entering into these provider contracts; is

that right?

A That's right.

Q And the discounts that you included in your report
for professional fees, they get 34.3 percent, a 34.3
percent discount. Does that sound about right?

A Yeah, | would have to | ook at the report, but that
sounds about right.

Q If | represented to you that's what you had in
your report, does that sound about right?

A Ri ght .

Q And then how about for hospitals, about 16.7
percent discount, does that sound about right?

A Yes.

Q And for prescriptions, for pharnmacy of about 54.5
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percent discount, does that sound about right?

A That does sound correct.

Q So due to those contracts not bei ng assignabl e,
does that | ower the value of Blue Cross/Blue Shield of
Mont ana?

A | certainly think so. Yes, it's one of the first
things that an acquirer, in ny mnd, would | ook for are
t he provider contracts.

Q So if -- based on your nodeling, if HCSC were to
get the sanme discounts that Blue Cross/Blue Shield of
Montana currently gets wth its providers, the val ue

under your nodeling would increase $4.7 million; is that

right?
A Well, if | could expand a little bit on that, is
the nodeling that | did, | considered two possibilities

for valuing prior contracts. One nethodol ogy | used was
to assune deterioration of the discounts and what i npact
t hat m ght have.

A second net hodol ogy | considered but rejected just
because | couldn't get ny hands on data that | thought
woul d be credible would be to just try and identify what
expense an acquirer mght have to go through to
renegotiate all the contracts and then a judgnent cal
as to whether or not they could achieve the sane | evel

of discount or not. But whether they get the sane |evel
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of discount or not, | would assunme an acquirer would
have to go through a fair anmount of expense.

Part of this thinking nethodology that | used was to
try to get at the issue that someone coming in is going
to have to put a lot of work to renegotiate contracts.
And the four and a half mllion dollars that I cane up
W th using this nethodol ogy seened |ike a reasonabl e
outcone to ne for that extra work
Q Okay. | appreciate that.

So you assuned, didn't you, in your analysis, that a
potential acquirer would get about half of the discount,

t he di scounts that Bl ue Cross/Blue Shield of Mntana--

A That's right.
Q --currently receives; is that right?
A That's what | used for the nodel to devel op these

assunptions, correct.

Q So assum ng | understand what you said about the
addi ti onal expense that a new acquirer would have in
entering into new provider contracts, but assum ng that
t hey got the sane discounts, the value -- does the val ue
under your nodeling increase?

A The nodel -- well, the nodel -- if they got the
sanme | evel of discounts, the nodel would produce what
you see here for Scenario 5, the 28 point -- for

Scenario 5 versus Scenario 1, 28.5. I'msorry, 28.8
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versus 24.0. But | would think I would want to assune
sonmething in the way of expenditures which m ght be
sonmething simlar to the differential that we're | ooking
at here. That's all I"'mtrying to find there.

Q kay. So that | understand you then, just because
they could get the sane discounts, you're saying that

that doesn't necessarily nean that the val ue increases

another $4.7 million. 1s that what you' re saying?
A Right, it could be sonme other nunber based on the
expense to reneg -- | assune it would still be an

expense to renegotiate the standard thousands of
contracts.

Q Right. So your estimate then would be that it's
about $4.7 million expense for a potential acquirer to
renegoti ate those contracts?

A That seens -- both things seen reasonable to ne.
| couldn't quantify the expenditure, when | canme up with
4.7, 4.5, the June 30 value. | thought it passed the
credibility test of reasonabl eness.

Q When you did this, M. Galasso, you didn't know

t hat Blue Cross/Blue Shield of Montana was in

di scussions with HCSC, is that right?

A That's -- when | did all the work-work. Wen

did the report, | obviously did because | put sonething

in the summary saying |I'maware that Blue Cross is now
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in discussion with HCSC, but when | was doing the work,
| was not awar e.

Q Does your assunption change if Blue Cross/Blue
Shield of Montana and all the people who are at Bl ue
Cross/ Blue Shield of Montana go to HCSC?

M5. WTT: 1'mgoing to object to the anbiguity
of the question. |'mnot sure whether the question is
woul d your assunption change if you were doing a fair
mar ket val uation or would your assunption change in sone
ot her way.

HEARI NG EXAM NER LEAPHART: \What's the context?

MR, LASLOVICH  Well, 1'Il rephrase the
guestion. Mss Wtt is going to keep ne on ny toes,
your Honor, and making sure that |'m asking specific
questions. Let nme try to be clearer.

Q (By M. Laslovich) M. Galasso, would your -- you
testified that your -- the difference of $4.7 million is
a result of the expenditures an acquirer would have to
make to renegotiate contracts; is that right?

A Vell, I"msaying that there were two ways you
could ook at it. You could |ook at the expenditures
and you woul d probably have to go through, or you could
| ook at the contracts just becone null and void and the
acquirer is losing all the discounts, percentages of

di scounts. There are different assunptions you can
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make.

| was just trying to say that | don't think a
reasonabl e assunption is that given -- if you -- if we
can assune these contracts are, in fact, nonassignable,
| don't think it would |l ead to the assunption that what
you are trying to ask ne, that an acquirer can cone in
on day one and w thout any expenditures at all have
t hose discounted contracts in place on day one. |'m
saying that doesn't seemlike a realistic assunption to
me.

Q kay. And so -- and | appreciate that.

So how about if the acquirer is retaining Blue
Cross/Blue Shield of Montana, would that change the fair
mar ket val uati on?

A If they retain Montana in the contracts?
Q I"msorry, if Blue Cross/Blue Shield of Mntana
remai ns the same, the only difference essentially is

that they're, in this instance, they would be a division

of HCSC?

A But the contracts stay intact?

Q Let's assune the provider contracts stay intact.

A Yeah, | nean, if Blue Cross/Blue Shield of Mntana

is, you know, stays as is, provider contracts as is, |
woul d probably go with Scenario 5 for that hypothetical.

Q And assum ng -- okay.
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Al right. Turning, M. Galasso, to Scenario 1 on

Exhibit F. I'mcorrect to say that Scenario 1 is your
base scenari 0?

A Yes. Maybe | should clarify. Wen | said | would
go with Scenario 5, | neant in lieu of Scenario 1,

woul d pick Scenario 5.

Q | appreciate that. Thank you

Scenario 1, M. Galasso, again back to ny initial
guestion, is your base scenario. |s that what |
under st and?

And let nme clarify, if I can. Cearly, when you
| ook at Scenarios 2, 3 and 4, you're saying the sanme as
Scenario 1 except you're making various adjustments.
That's what | nmean by your base scenari o.

A That's correct, right, as long as -- | didn't nean
it to be ny best estimate or anything like that, but the
base scenario, the scenario was well derived, correct.

Q Ri ght .

So in base Scenario 1, you are including an 8
percent -- and we'll get into this a little further in
sonme of the other exhibits. But in base Scenario 1, M.
Gal asso, your 8 percent slash 13 percent discount rates,
the 8 percent represents the discount rate for existing
busi ness, correct?

A. Correct.
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Q And by existing business, | nean Bl ue Cross/Blue

Shield of Montana's existing business, correct?

A Ri ght, on the assuned date of acquisition,
correct.
Q Correct.

And then the 13 percent discount rate is for new
busi ness, right?
A Correct.
Q Okay. Turning then to 75 percent, 2014,

i ndi vidual /smal |l group | apse replacenent ratio. Do you

see that?

A Yes, | do.

Q And we'll get to that inalittle bit, and I"'1|
ask about that later. | just want to nake sure | have

all the assunptions in base Scenario 1.
Then the next assunption is 75 percent extended
period | apse replacenent ratio, right?
A Correct.
Q And then the next one is | ow individual/snal
group nedical loss ratios; is that right?
A Yes.
Q And then the next assunption is the agent
comm ssions are reduced by one percent; is that correct?
A Correct.

Q And t hen al so, because of space, what
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under stand, you have an assunption with regard to

adm ni strative expenses in base Scenario 1?

A Yes. And | don't think they changed by scenari o.
Q Right. [I'mjust making sure--

A Ch, yes, correct.

Q --what we're assumng in Scenario 1, and we'll get
to your--

A | was going to say in addition to space, they
change. | didn't feel the need to itemze it.

Q | appreciate that.

And then also included in Scenario 1 is an
assunption regarding nedical trends; is that right?
A That's correct.
Q And then to your know edge, are there any ot her
assunptions? We have the four or the five |I guess that
you have printed, the two additional ones. Anything
el se that we have not covered that would be -- that you

had as an assunption in base Scenario 1?

A Did you nention nedical |oss ratio?
Q Yes.
A I f adm ni strative expenses includes prem umtaxes,

the ACA fees, there were assunptions revol ving around

that as well. | think that's all.
Q kay. And I"'mnot trying to be sneaky about it,
just want- -
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A | understand. | just wanted to be conplete
nysel f.
Q Yeah, | appreciate it.

Al right. M. Glasso, then--

MR. LASLOVICH:  Your Honor, if | could have an
addi ti onal page marked.

HEARI NG EXAM NER LEAPHART: Yes.

MR. LASLOVICH: If | can give it to the
W t ness, your Honor.

Your Honor, if | could approach you. This is

supposed to be G
Q (By M. Laslovich) M. Galasso, |'ve handed you
what's been marked as Exhibit G Do you recognize that?
A Yes, | do.
Q And that was -- was that also included in your
report for Blue Cross/Blue Shield of Montana?
A Yes, it was.
Q kay. M. Galasso, so if we just look at the top
box there, Medical Loss Ratios. This docunent and in
particul ar the Medical Loss Ratios that we're going to
discuss in that top box, they're related to your
assunptions that you make in base Scenario 1 that we
just discussed; is that right?
A That's correct.

Q kay. So am | fair -- well, let ne back up
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The assunption that you make in 2013 in the

i ndi vidual nmarket for nedical loss ratio is 83 percent;

is that right?

A Correct.

Q And then turning, going to 2014, it's 85 percent,
correct?

A Correct.

Q Al right. Wen you were preparing this analysis,

you consulted with Blue Cross/Blue Shield of Montana on
the nmedical |oss ratio assunptions?
A Yes, | did.
Q Yes, okay.

And do you recall the range of nedical |loss ratio
assunptions that you discussed with Blue Cross/Blue
Shi el d of Montana?
A The only thing | can -- | believe | recall is that
we ended -- that these were |lower than all the other
ones we consi der ed.
Q So, the -- okay.
A | believe that's true. It may not be a hundred
percent, but to the best of my recollection, that's
true.
Q Do you think, M. Galasso, that you would have
gone down to 82.44 percent for nedical |oss ratio?

A I nstead of 83 point zero?
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Q Correct.

A | suppose with enough discussion. | don't know if
| could distinguish the difference between the two.

Q So did | understand you then, that at least in
2013, the 83 percent nunber is the | owest?

A Yes. | nean, and the reason -- | feel it's a very
| ow nunber, and | think it's the | owest one, |ike |
said, that we discussed really in practical terns is
because it was running in excess of 83 percent for the
first six nmonths of 2012. The first six nonths of the
cal endar year in Blue Cross/Blue Shield Mntana's

hi story has al ways been nuch nore favorable than the
second si x nont hs.

So | was assum ng that cal endar year 2012 was goi ng
to cone in substantially above 83 percent if we assuned
83 percent for 2013, inprovenent, a significant
i nprovenent in 2012, what | assuned would be 2012.

Q And do you know what the 2012 nedical loss ratio
ended up bei ng?

A No, | don't.

Q In 2014 in the individual nmarket, you have a

medi cal loss ratio of 85 percent, right?

A Correct.

Q And did you al so consider a range for nedical |oss

ratio in the individual market in 20147
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A Yeah, again, | think we had originally started
substantially higher than that with concern over the

i npl ementation of the Affordable Care Act.

Q And by substantially higher, what do you nean?
A | can't say as | recall, but I would think 87 to
88 percent.

Q And did you go lower? D d you have discussions

about the nedical loss ratio | ower than 85 percent?

A | really don't recall a nunber |ower. Again,
because | think we, Blue Cross of Montana and nyself
bot h agreed 2013 was going to take a bunp. The only
question was how nuch of a bunp.

Q And then turning then to 2015, you have your
assunption is that nedical loss ratio will drop to 80
percent, correct?

A Correct.

Q And di d you have di scussi ons about a range in 2015
for medical loss ratio for Blue Cross/Blue Shield of

Mont ana?

A Yes, |I'"'msure at least initial discussions were
that it would come down nuch nore gradually from 85, as
opposed to 5 percentage points drop in one year, but the
t hi nki ng was that by 2015, hopefully, costs could be
understood and prices would be up to the | evel they

needed to be.
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Q And that -- so if |I can, if |I -- when we talked in
your deposition, am| correct in saying that you have a
hi gher assunption in 2014 in terns of the nedical |oss
rati o because of the uncertainty of health reform is
that right?

A That's correct.

Q And then it drops in 2015 because, as you say,

per haps the sickest who are in the market will get into
the market -- the sickest or uninsured will get into the
market in 2014 and things will perhaps stabilize in 2015
and on going forward; is that right?

A Yeah, I'mnot so sure stabilize -- | guess let ne

j ust suggest what stabilized m ght nean.

Q Sur e.
A That the premumrates will now already refl ect
the sicker population which will in all Iikelihood still

be there in 2015, but the premumrates wll also have
been increased at a | evel conparable to account for the
si cker population. In 2014, it's the unknown as far as
the rate i s concerned.

Q So as we're -- | guess let ne clarify. As we're
novi ng past 2014, it becones | esser of an unknown, not
that it's known, but it's a |esser unknown on a goi ng
forward basis; is that right?

A That's right. Yeah, what is known is in 2015,
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we' |l know what happened in 2014.

Q Al'l right. Fair enough

And am | also correct that for purposes of your
valuation, the nedical loss ratio is the biggest driver
of the val ue?
A | believe so, yes.
Q kay. And then if | can, turning to Medica
Trends. That's the mddle box, M. Galasso. Are you

followng with ne?

A Yes.

Q Excuse ne.

A On, | wonder if we -- if | should just clarify
that -- | know we understand, but |ow nedical loss ratio

means hi gher valuation. H gh nedical |oss ratio neans
greater financial |osses and | ower val uation

Q Right. | appreciate that. So I'll just tell you
what I'mtrying to do here. |1'mgoing to try to -- we
started wth your five scenarios, tal ked about those in
a general sense. Then | want to go to the specific
exhibits that we're starting nowin terns of your
assunptions and then back to those scenarios, so we'll

be able to get an idea and particularly the Judge on

exactly what you're referring to. |Is that fair?
A Yes, thank you.
Q Okay. | got ahead of nyself a little bit. |
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would like to go down to the Prem um Rate Changes box,

M. Gal asso, down at the bottom Are you follow ng ne

t here?
A Yes.
Q And am | correct that these percentages in the

Prem um Rat e Changes box represent the percentage

i ncrease over the previous year's rates?

A That's correct.

Q Al right. So in 2013 in the individual market,
you' re assumng there wll be a 15.3 percent increase in
the rates that were charged in 2012, right?

A That's correct.

Q kay. So do you know -- and | should also clarify
t hat your nunbers that you came up with in the prem um
rate changes box were in discussions with Bl ue

Cross/Blue Shield of Montana; is that right?

A No.
Q No?
A The two -- the way the discussions went with

medi cal |oss ratio and nedi cal trends, and once you set
medi cal loss ratio and nedical trends, by definition,
premi umrate changes have to be what they are.
Q Ckay, very good.

So do you know what the premiumrates have done

historically in the individual market for Bl ue
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Cross/ Bl ue Shield of Mntana?

A No, | do not.

Q How about historically in the small group market?
A No.

Q And historically in the |large group market?

A No.

So you don't know if the premumrates in 2012 in
t he individual market, for exanple, were nore or |ess

than the 15.3 percent increase in 20137

A | do not know.
Q kay. And in 2015 -- I'mstill in the Prem um
Rat e Changes box, M. (Galasso -- you're assunmng a

prem um i ncrease over 2014 of 22 and a half percent; is

that right?
A Yes, that's correct.
Q And is that increase tied to the nedical |oss

rati o assunption of 85 percent in 2014?
A The 85 and the 80 percent would be involved in
det erm ni ng what percentage increase you would need for
2013, yes.
Q Ri ght .

And so in your nodel, the higher the prem umrates
i ncrease, the higher the value; is that right?
A | guess I would put it nore, the |ower the nedica

| oss ratio, the higher the value. And the |ower the
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medi cal loss ratio, the higher the premumrates have to
be.
Q Okay. So directly or indirectly.
O indirectly?
A Yes, indirectly, right.
Q Very good.

And then you're assuming -- | want to introduce this
ext ended period because you' ve discussed that in your
base assunption. Your extended period is the year 2018
t hrough the year 2032; is that correct?

A Correct.

Q All right. So in this -- in the Prem um Rate
Changes box in 2018, you're just sinply making the
assunption that premuns wll increase 7.9 percent each
year up to 2032; is that right?

A That's correct.

Q And as part of that assunption, M. Gl asso,
you're not assuming that rates will go down fromthe 7.9

percent, right?

A For the extended period we're tal king?

Q Correct.

A Correct.

Q Okay. Then turning, M. Galasso, then to Medica
Trends, do you know the -- what the nedical trend was in

the individual narket in 2012 for Blue Cross/Blue Shield

WAYRYNEN & LI VELY REPORTI NG BUITE, MI 406-494-4755

800-451- 6547

5d331ac1-8e59-11e2-aa8b-444553540C




© 00 N oo 0o b~ w N P

N N N N N N P P R R R R R R R
g A W N P O © 0 N O O M W N L O

Page 131

of Mont ana?

A I don't know as | -- as we speak. | probably

| ooked at it in the historical data that | have, but I
can't recall what it was.

Q Do you think it's -- do you know if it would be
simlar to what you' ve assuned in the individual market
in 2013, 8 percent?

A The best | could say is | wouldn't be surprised
but | can't say for sure.

Q So turning to 2014 then, your nedical trend

assunption is 25 percent, correct?

A Correct.

Q Quite a substantial increase for 2013, right?

A Yes.

Q And the basis for that increase, if |I'maccurately

reflecting what you and | previously discussed in your
deposition is obviously due to health reformand in
particular a guarantee issue; is that right?

A That's right.

Q And in your base scenario that we referenced in
Exhibit F, you're assuming a nedical trend of 25 percent
in the individual market, 2014; is that right?

A That's correct.

Q And then you're assumng -- you al so referenced

smal | group and that assunption is 18 percent in 2014;
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is that right?

A That's correct.
Q So those nunbers in that base scenario cone from
the nunbers in the Medical Trends box, correct, for

i ndi vidual and small group in 20147

A These docunent what | assuned.
Q Correct.
A Yes, that's correct.

MR, LASLOVI CH.  Your Honor, if |I may have
anot her docunent marked.

HEARI NG EXAM NER LEAPHART: Yes.

MR LASLOVICH This will be Exhibit H.
Q (By M. Laslovich) M. Galasso, |'ve handed you

what's been marked as Exhibit H Do you recognize that?

A Yes, | do.
Q And what is that?
A These are the adm nistrative expense assunptions

and comm ssions and the ACA fee assunptions that went
into the nodel .

Q Ckay. And so in that top box, Total

Adm ni strative Expense Ratios, those percentages are a
percent of the premum is that right?

A That's correct.

Q And before | go further into that box, if you'l

go with me to the Comm ssions that you have in the
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m ddl e box. Do you see that?

A Yes.

Q And in the individual market, you're assum ng for
all projection years, so from 2013 t hrough the 2032,
you' re assum ng that the comm ssions that the agents
will receive in the individual market is 4.49 percent;
is that correct?

A ["'mtrying to think how the nodel worked in terns
of the adm nistrative expenses out in the extended
period, assumng for the 5 years, but yes, | believe
it's correct for the whol e 20-year peri od.

Q Okay. And the 4.49 percent in the individua
market is one percent |less than what is current, on
average, than what is currently paid by Blue Cross/Blue
Shield of Montana; is that correct?

A That's correct.

Q And you're assunming this one percent decrease,
aren't you, because of the MR requirenents that will --
or excuse nme, the health reformrequirenents that are
going into effect in 2014 and beyond?

A That's right, primarily the MR requirenents in
health reform yes.

Q [f in your nodel, if you assunmed in the individual
mar ket, for exanple, that rates were |ower than 4.49

percent, that would increase the val ue?
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A Al'l el se equal, yes.

Q And do you know how nuch it would increase the
val ue?

A No, | do not.

Q In your analysis or in your discussions with Blue

Cross/Blue Shield of Montana, did you al so have --

di scuss a range for the comm ssions in the individual

mar ket ?

A There was di scussi on about grading the conm ssions
over the five-year period, but the ultinmte decision was
-- that discussions that we had was agreenent to just
take current conm ssions m nus one percent, because |
don't think there was a foundation for the grading and |
think there was a foundation -- | believe Blue Cross of
Montana felt they were on their way to negotiating

comm ssions wth the agents.

Q And by grading, do you nean that the conm ssion

rate woul d go down- -

A Go down.

Q --on a going forward basis?

A Over the five-year period as opposed to all at
once.

Q And when you said the decision was nmade to go with

4.49 percent, was that your decision?

A My decision but in consultation with Blue Cross
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managenent. | relied heavily on Blue Cross nmanagenent
for this one because | had no idea of know ng what their
rel ationships are with their agents and what their

comm ssions were, so | was pretty nuch advised that this
was -- these were the negotiated conmm ssions that would
be in the contracts going forward.

Q So when you say you relied heavily on Blue
Cross/Blue Shield of Montana, is it their nunber then,

t he 4.49 percent?

A | would probably -- on this one, | would probably
characterize it as a Blue Cross nunber, yes.

Q And woul d that be for all of the nunbers in the
Commi ssi ons box that you have listed there in the mddle

of the page?

A Yes.

Q Turning then to the top box, M. Galasso, on the
Total Adm nistrative Expense Ratios. |In the

adm ni strative expense -- can you give us an idea of

what you're including as adm ni strative expenses?

A Well, | don't know if this answers your question
but all of the adm nistrative expenses that Bl ue
Cross/ Blue Shield of Montana has, everything in their
financial statements. These were calculated -- |
cal cul ated nost of the adm nistrative expense in here

with the exception of the conm ssions and, well, the ACA
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fees and | think all the ACA fees when we tal k about

that. They're all included in the top box.

But in addition to the comm ssions and the ACA fees,
there's the ongoi ng operations of Blue Cross/Blue Shield
of Montana. Those expenses | can find in the financial
statenents and | got the historical financial statenents
for the nost recent six-nonth period that | had, for six
nont hs of 2012 when | prepared the projection. And |
used those nunbers. And | did have sone discussion with
managenment but we agreed to use the current expenses
i ncreased by two percentage points a year, excluding
fi xed expenses, which I don't know if you want to get
into that or not.

Q Ckay. So that | understand, let ne back up a
little bit. Do you know what the total admnistrative
expense ratio for Blue Cross/Blue Shield of Montana in

t he individual market in 2012 was?

A | would -- given what | just said, | think it's
very close to the 14.8 percent, with the excl usion of
about point four percent for fixed expenses. | think it
woul d be just over 14 percent.

Q Okay. So by exclusion, you nmean it woul d be about
poi nt four |ower than 14.8 percent so about 14.4
percent; is that right?

A You know, well -- sorry about this, but we also
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have the conmm ssions and the ACA fees that are nuddying
the waters a little bit up there with the total admn
ratio. | would have to do a little bit nore thinking
about how to take out conmm ssions and the ACA fees.

Q Wll, let ne ask it this way. Is it simlar to
what you have in the individual market. By it, | nean,
what the expense ratio was in 2012? Is it not that it
was exact but it was close?

A The ACA fees were actually zero in 2013 so that's
not nuddying the waters. Conm ssions were point one
percent, so yeah, it would be fair -- | think 2012 is

very simlar to 2013

Q Wuld that also be for small group and | arge group
busi ness?

A Yes.

Q And do you know -- you said that you' re assum ng

that adm nistrative expenses are going to be increasing
two percent per year; is that right?

A Ri ght .

Q And that was based on di scussions with Bl ue

Cross/ Bl ue Shi el d managenent ?

A That's correct.

Q And woul d you say in the Comm ssions box, you say
that's -- those were Blue Cross/Blue Shield of Montana's
nunbers. |s the two percent Blue Cross/Blue Shield of
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Mont ana' s nunber ?

A No, their original nunber was three percent, and
in discussions, we agreed to use two percent.

Q And why did it drop fromthree percent to two
percent, if you can recall?

A | can't really recall the specifics. | do know
early on, we were having trouble getting positive

val uati on nunbers

Q kay. So if | understand you then, you were
havi ng troubl e getting positive valuation nunbers so
that -- so by that, you're meaning that your valuation
nunbers were negative; is that right?

A (Wtness indicates yes.)

Q So do | understand your testinony to be then that
in order to get a positive valuation nunber, certain
assunptions were adjusted to get the valuation into the
positive range?

A | think that's a fair assunption. As |ong, again,
with the caveat that the assunptions were reasonable.

Li ke when they woul d suggest using three, and I would
say, well, do you think it needs to be three. 1Is it
possi ble, feasible, realistic to assune two. And two
seened reasonable to ne and seened reasonable to them
and so | felt confortable using a two percent assunption

as we've been tal king throughout this discussion, a
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reasonabl e range.

Q So why was it inportant to have a nunber in the
positive range, the value in the positive range?

A Well, one of the first questions that | was posed
when | took this assignment was how can you take a
conpany that has a track -- a four-year track record of
| osi ng noney and ascribe a positive value to it using a
cash flow analysis. And ny response was, well, it
really depends on di scussions with nmanagenent in terns
of can you convince nme, as an actuary, the

reasonabl eness of your assunptions that, in fact, things
can be turned around. |If you're telling ne you can't,
then I"'mtelling you, okay, |I'll have to project
negati ve nunbers.

But that's where | say we had so nuch di scussion
back and forth with managenent is the discussion are
there things that they feel are reasonable on a going
forward basis where things were going to | ook better
going forward than they | ooked in the nost four years
with all negative. And that's where all the discussions

centered around.

Q Soif | can, if | understand you correctly then
the prem se was we -- obviously, Blue Cross/Blue Shield
of Montana has not perforned well in terns of

underwiting, is that right, historically in recent
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years?
A The four years | had to | ook at, correct.
Q And so to the extent that you were going to have a

val ue that was positive, then they needed to nmake a case
to you essentially about certain assunptions that you
woul d include in your nodeling, and if you agreed with
t hose assunptions, then you would include themin your

nodeling and they may result in a positive nunber; is

that right?
A That's a good way to say that.
Q So the assunption is a two percent increase in

adm ni strative expenses per year. Do you know what, in
the four years that you reference, what Blue Cross/ Bl ue
Shield of Montana's adm ni strative expenses have been
doi ng?

Let ne ask it this way. Have they been decreasing?
A | can't say -- | don't believe so, but | can't say
as | recall specifically.
Q And again, did you ever assune in your nodeling,
M. Gal asso, that adm nistrative expenses would go down?
A No.
Q And am | right to say in your nodeling, that the
| ower the adm nistrative expenses are, the higher the
val ue of the conmpany; is that right?

A Al'l el se equal, yes.
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Q Yeah, thank you. | appreciate all else being
equal. 1'll try to qualify that.

And these rates, or excuse nme, the base Scenario 1
that we referenced at the beginning that you have where
you' re maki ng the assunption about adm nistrative
expense ratio, what is that assunption for base Scenario
1 for admi nistrative expenses?

A The adm nistrative expenses were not built into
the nodel on a percentage agreenent basis. |t was built
in on a dollar PMWM and |'m probably going to be off,
17 dollars and X cents, but don't hold ne to the X
cents, but that was the starting assunption. But the
adm n expenses includi ng comm ssions, including ACA
excl udi ng payi ng taxes.

Q And | guess we should stop before we go further
You just said PMPM That neans per nenber per nonth;

is that right?

A Ri ght, yes.

Q Can you explain to Justice Leaphart what per
menber per nonth neans?

A Yes. A PWMis an industry termthat is used
quite often for older financial indicators for managed
care organi zations. Premiumis often expressed as PMPM
which is the total aggregate prem umdollars received by

a managed care organi zation divided by the nenbers in a
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given nonth. So the per nenber per nonth, the anount
Blue Cross is collecting per nenber per nonth, the

prem unm payi ng per nenber per nonth the nedical costs,
payi ng per nenber per nonth adm nistrative expenses.

Q So | understand you then, the assunption in base
Scenario 1 being the first docunent that we went through

is $17 and sone cents PMPM for admi nistrative costs; is

that right?

A Correct, increased by the two percent a year.

Q And -- I'msorry?

A That is what gets increased by the two percent per

year that we tal ked about earlier.

Q kay. And fromwhere did that nunber cone?

A That nunber canme fromthe first six nonths of the
financi al statenents.

Q O 20127

A Exactly, right, the first six nonths of 2012.

Q So the PMPM for the first six nonths in 2012 for
Bl ue Cross/Blue Shield of Montana for their

admi ni strative costs was $17 and sonme odd cents?

A Less two percent approximately, but it was trended
two percentage points starting six nonths in 2012

t hrough 2013.

Q And then al so, M. (Gl asso, the ACA Fees at the

bottomon that exhibit, those are included, aren't they,
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in your nunbers in the top box?
A Yes, they are.
Q Al'l right. And the nunbers that are included in
t he ACA Fees box are not your nunbers, is that right?
Wll, let nme qualify that. Let ne not qualify, |et

me correct that. Blue Cross/Blue Shield of Mntana
supplied you wth the nunbers for the ACA fees, correct,
their estimates for their portion of the ACA fees?
A They did. Those | reviewed. Those | could
i ndependently review. On my conm ssions, | could review
statenents fromdifferent sources. These were all very,
very consi stent.
Q Ckay. So this Blue Cross gave you the nunber --
Bl ue Cross/Blue Shield of Montana gave you these nunbers
and you, unlike the conm ssions, you were able to verify
and you think they are consistent wwth what the industry
i s doi ng?
A Yes, very nmuch so.
Q Al right.

MR, LASLOVI CH. And, your Honor, if | can
approach agai n.

HEARI NG EXAM NER LEAPHART: Yes.

MR. LASLOVICH: This wll be |
Q (By M. Laslovich) M. Galasso, |'ve handed you

what's been marked as Exhibit I. Do you recognize that?
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A Yes, | do.
Q Is that al so included in your report?
A Yes, it is.

Al right. So starting at the top box, let ne --
t hese nunbers here, you' re assum ng, as you say at the
top there, the Sane for Al Projection Years. So the
nunbers don't vary; is that right?
A That's correct.
Q And the last rate, and correct ne if ny
understanding is wong, but the |last rate represents the
-- or is what occurs when a nenber term nates coverage
with Blue Cross/Blue Shield of Montana?
A Correct.
Q So we're assumng in the individual market for al

years, that 23 percent of nenbers of Blue Cross/Blue

Shield of Montana will not -- wll term nate coverage?
A Annual | y?

Q Correct.

A Correct. And these nunbers | had actua

hi storical data for.

Q kay. And we have to kind of |ook at these boxes
in tandem correct, and by that, | nean, you have the
Lapse Rate assunptions and then the bottom box is the
Lapse Repl acenent Ratio, correct? And let nme -- well,

is that right? AmIl right, before | go further, and
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then 1"'mgoing to explain to you ny understandi ng of

what that is and you can tell me if |I'm wong.

A Yes. Fine.

Q So the top box the Lapse Rate, 23 percent, you're
assum ng on an annual basis, Blue Cross/Blue Shield of

Mont ana policyholders will term nate coverage; is that

right?
A. Annual Iy, correct.
Q Yes. And then in 2013, turning to the bottom box

for the Lapse Replacenent Ratio for the individual
mar ket, you're assunming that 44.9 percent of the 23
percent that's in the top box will -- that Blue
Cross/Blue Shield of Montana will retain -- or not

retain but get 44.9 percent of the 23 percent that

| eave?
A Repl ace them as new sal es.
Q Correct, yes. Thank you.
A Ri ght .
Q Very sinple, right?
So the 44 -- | just want to be clear, that the 44.9
percent is the percent -- it's 44.9 percent of the 23

percent in the individual market, for exanple, in 2013?
A Yeah, | understand it's confusing. It works nice
in the nodel. 1It's confusing in discussion.

It would be easier if | said they lost a thousand
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peopl e and wote ei ght hundred new nenbers, would be
easy to understand. But as far as nodeling it, this
wor ks out much nicer when you're trying to | ook at
potential growths or decline on book of business is to
think of the lapse -- the | apses are the | apses, but the
new sal es as a percentage of the lapses is | think a
conveni ent way of |ooking at what the business is
growi ng and shrinking, a hundred percent grow ng, |ess
t han a hundred percent shri nking.
Q M. Gal asso, you forget that |'m probably one of
the slower ones in this room so forgive ne.

Let's perhaps maybe do an easier exanple. So the 23
percent | apse rate that you have in 2015--
A That's right.
Q --the assunption is that all of that is going to
be made up in new sal es?
A Exactly. That's the assunption. | should have
directed you to that. That's the easiest way to
under st and.
Q | should have started there. And that's what
you' re assum ng, M. @Gl asso, 2015, '16, '17 and beyond,
that they'll |ose 23 percent, but they' Il get that back
in new sales, correct?
A Vel |, beyond 2017. 2017 is 75 percent.
Q Ch, yes. Thank you for that. W'Il|l get to that.
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Yes, | appreciate that.

And these nunbers, were they also -- but the nunbers
for both the new business, the | apse repl acenent ratio
and | apse rates for those nunbers determned in
consultation with Blue Cross/Blue Shield of Mntana
managenent ?

A 2014 through '17, yes. 2013 was ny kind of
conplicated way of addressing the prior contract issue.
Q So how about turning to the top box, the Lapse

Rat es, were those nunbers devel oped in consultation with
Bl ue Cross/Blue Shield of Mntana?

A Those, | would say were ny nunbers based on

hi storical experience rounded to what you're | ooking at
her e.

Q kay. So am | fair to assune that historically,
the | apse rate for Blue Cross/Blue Shield of Montana in
t he individual market has been 23 percent?

A Yes.

Q kay. And the sane for the other markets that you
have listed there?

A Wth the only possible exception, students was a
l[ittle funny because | think -- the students was a
little funny because student had very, very high |oss
ratios and was requiring large rate increases and a

restructuring of the program There | did consult with
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Bl ue Cross managenent in terns of what their
expectations were in terns of the student program given
its adverse experience.

And that's reflected in the 30 percent |apse rate
here for students, and in conjunction, as you suggested
earlier, the zero percent replacenent rate on the bottom
of the chart.

Q Very good.
So this -- so these together, you have an assunption

in your base Scenario 1, of the |apse rate in 2014,

correct?
A ["msorry, would you repeat that.
Q I"'msorry. You have an assunption in your base

Scenario 1 of the | apse replacenent ratio in 2014,

correct?
A Correct.
Q And then you al so have an assunption in the

extended period of the |apse replacenent ratio; is that

correct?
A Correct.
Q And your assunption for both is 75 percent, right?

l"msorry, if I'"mtal king 2014.
A 2014 is 75 percent.
Q Correct.

And then 75 percent in the extended period, correct?
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A For all the lines of business.
Q Ri ght .
A Correct. The 75 is the 2014. That's just

i ndi vidual and small group as opposed to the other
segment s.
Q Ri ght .

And you already referenced this, but turning to the
Lapse Repl acenent Ratio box, in the individual market,
the 44.9 percent, you in large part canme up with that
nunber; is that right?

A Yes, that's right.

Q And the reason you cane up with that nunber is due
to the provider contracts that we discussed in

Scenari o 5?

A Correct.

Q So the assunption is then that if an acquirer
woul d get | ess of a discount in those provider

contracts, then they would have to charge nore prem uns;
is that right?

A Correct.

Q And for every percentage increase in the prem uns,
your assunption in your nodeling, isn't it, that point
-- there would be a point seven five percent decrease in
busi ness; is that right?

A That's correct.
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Q And what does that nean?
A It neans at inception, there's going to be fewer
menbers in the individual, small group, and | arge group
mar ket for the acquirer. | think maybe -- | think the
nunber was about 16 percent. | would have to go back
and check the report.

It's in the report--
Q Ckay.
A --what the reduction in nenbership assunption is.
Q Ckay. And turning then to the Lapse Repl acenent

Ratio in 2014 in the individual and small group markets,
you have 75 percent; is that right?

A That's correct.

Q And did | understand you earlier that that 75
percent nunber cane from Bl ue Cross/ Bl ue Shield of
Mont ana nmanagenent ?

A In | arge part discussions wth managenent and
di scussions with the -- that was in conjunction with
di scussion with loss ratios and trends. Those three
were considered in conjunction with one another.

Q And the 75 percent, the reason -- the basis for
the 75 percent nunber is the assunption that there's
going to be an increase in conpetition in 2014 in the
i ndi vidual and small group markets; is that right?

A I ncrease in conpetition and perhaps sone | oss of
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enrollment with the rate increases, |ooking at the trend
and the rate increases that are assuned to be going.

Q And so this assunption that you have -- this is

t he assunption that you have -- I'msorry -- in your
base Scenario 1 in the individual, small group markets
of 75 percent, right?

A Correct.

Q And does that have an effect obviously on your

ultimate val ue conclusion for the book of business?

A Yes, it does.
Q And how much of an effect does it have?
A That's very difficult because, again, we didn't

| ook at the 75 percent in a vacuum The 75 percent is
in conjunction with the assunmed nedical |oss ratio and

t he assuned nedi cal trends and consequent prem umrate

i ncreases, so those were kind of all -- we can't pick
and choose in terns of those and say let's change this
one and hold themthe sanme. It just doesn't nmeke sense.
So that's a very difficult question to answer.

Q And | appreciate that. And so let nme ask you this
then, if it were a hundred percent, if the | apse

repl acenment ratio were a hundred percent, woul d that

i ncrease the val ue?

A It would, again, assum ng you could still keep the

sane nedical loss ratio and the sane nedical trends, if
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you held those at the sane level, but | think that woul d
be unrealistic.
Q Ckay. And | appreciate that.

So let's be unrealistic for a second and assune t hat
t hose are constant, and it goes from 75 percent to 100

percent. Can you quantify the inpact--

A | couldn't.

Q --on the value that woul d have?

A | could not do that without running it through the
nmodel .

Q Ckay. But it would increase, would it not?

A Yes, it woul d.

Q And then you al so reference, M. @Gl asso, the
extended period when it canme to the -- when it cones to

the | apse replacenent ratio, right?
A Correct.
Q And the assunption in your base Scenario 1 is 75
percent for the extended period for |apse replacenent
ratio, right?
A For all markets, correct.
Q Correct.

And so is this the exception we discussed earlier,
that typically in your assunptions, you're taking the
nunbers in 2017 and you're just using those nunbers on a

going forward basis through -- in the extended period,
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ri ght, besides--

A Vell, in these scenarios that |'ve used here?

Q Correct.

A Yes.

Q So this one, there was -- you're assum ng in 2017

in all the markets a hundred percent | apse repl acenent

ratio, right?

A Correct.
Q And then in 2018 and beyond, it's a 75 percent
| apse replacenent rate -- yeah, | apse replacenent ratio;

is that right?
A Correct.
Q And that was based on your discussions with Blue

Cross/ Blue Shield of Montana managenent; is that right?

A Yes, it was.
Q And do you agree with that 75 percent assunption?
A | struggled with -- | ultimtely agreed with it,

but | struggled with it being as high as 75 percent as |
t hi nk we di scussed during ny deposition.

Q And am | correct to say that you believe that the
assunption of 75 percent is perhaps the nost aggressive
assunption that you've made in your assunptions?

A Well, | would probably pick nedical |oss ratio 1
and 75 percent No. 2.

Q Ckay. And to what extent does the inpact on the
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val ue have on Blue Cross/Blue Shield of Montana if it's
75 percent versus 100 percent? Does the value increase

if it's 75 percent or does it decrease?

A Versus a hundred percent?
Q Correct.
A I f you assunme a hundred percent, the val ue woul d

i ncrease. 75 percent, again, in ny opinionis a very
aggressive, high assunption. The reason we discussed is
that the purchaser woul d be paying Blue Cross of Mntana
an awful |ot of noney for business that they're going to
be responsible for in 10, 15, 20 years after

acquisition. In ny experience, acquirers wll not
normal |y want to pay for business that they are
responsible for that far out. One year term business 15
years hence to ne is a very, very aggressive assunption.
Q Wel |, nevertheless, in your -- you certainly
included it in your report, so while it's very
aggressive, you agree with it?

A Yes, | agree. | agree with it as an aggressive
assunpti on.

Q kay. And then we also -- the final itemwe have
not di scussed, M. Galasso, on this exhibit is the
premumtaxes. And that's in the top box, right?
Exhibit I is what |I'm | ooking at.

A Oh, yes. Yes. I'msorry. Yes.
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Q Bl ue Cross/Blue Shield of Montana doesn't pay

prem umtaxes currently, does it?

A They pay sonething in lieu of prem umtaxes.

Q And that something in lieu of premumtaxes is the
percentage that they would pay to the Mntana

Conpr ehensi ve Health Association; is that right?

A Correct.

Q And do you know what that -- that percentage is
approximtely 1.1 percent; is that right?

A Correct.

Q So the assunption of 2.75 percent is higher than
what Bl ue Cross/Blue Shield of Montana has paid
historically; is that right?

A That is correct.

Q The assunption of 2.75 -- if -- the assunption of
2.75 percent versus the paynent of the MCHA percentage
of 1.1 percent |owers your value, right?

A Yes, it does.

Q Right. So if the -- if the acquirer did not have
to pay prem umtaxes, then the val ue woul d increase,
correct?

A You nean if | were doing an evaluation for an acq
-- if I were doing an evaluation for an acquirer and
knew t hey weren't paying prem umtaxes and everything

el se was the same, the valuation would increase.
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Q Right. So let me ask it this way. If your

assunption was 1.1 percent instead of 2.75 percent,

everything el se being equal, the value would increase,

correct?

A Yes, it woul d.

Q And can you quantify that?

A Not wi thout going back and doing sone nunber work,
no.

Q So a one percent change -- let's just assune it's

a one percent change. You couldn't quantify the inpact
t hat that would have on the ultimte val ue, everything
el se bei ng equal ?

A | would be very unconfortable to try to cone up
with a nunmber sitting here.

Q Do you renenber telling ne in your deposition that
you felt Iike a one percent change in the prem umtaxes
would result in a $24 million increase in the val ue?

A | renmenber our discussing it. | renmenber ny
trying to qualify it as nmuch as | could; that |I wouldn't
be confortable w thout going back and actually putting
it in the nodel, but yes, | do recall our | ooking at
nunbers of that magnitude.

Q So, yeah, you're just -- and | appreciate that.
You were qualifying in your deposition. A lot of it was

based on conjecture to use, | think, one of your words.
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1 But just generally, a one percent change would result in
2 a $24 mllion increase or decrease dependi ng on what

3 that change in the prem umtaxes would be, right,

4 everything else being equal you're guessing?

5 A If | had to guess, which | continue to be

6 reluctant to do, but yes, if | had to guess.

7 Q Ri ght .

8 kay. M. Galasso, let's return to Exhibit F, |

9 believe. 1s that the first one | gave you?
10 A Yes.
11 Q So as we di scussed, your assunption in your base
12 scenario for the discount rates respectively for

13 exi sting busi ness and new busi ness are 8 percent and 13
14 percent; is that right?

15 A Correct.

16 Q And the discount rate in a sinplistic way

17 represents the concept, doesn't it, that noney in the
18 future is worth less than noney currently, right?

19 A And the risk that noney will be there in the
20 future.
21 Q Ckay. Well, why don't we do it this way. Define,
22 will you, for the Judge what you define the di scount

23 rate as.

24 A | guess the sinple definition | would use is an
25 expected rate of return based on a given business that
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an acquirer mght |1ook for considering risk and expected
cash fl ows.
Q Ckay. So you've considered a range as you did
wWth the others with the discount rate; is that right?
A Yes, | did.
Q And was the | owest part of your range for existing
busi ness 7 percent?
A Yes.
Q And was the | owest part of your range for new
busi ness 12 percent?
A Yes.
Q Do you renenber discussing with Blue Cross/Blue
Shi el d of Montana perhaps a | ower nunber for di scount
rate for new busi ness?
A Early on, we may have discussed it, not in
conjunction with the 75 percent continuation of it for
an extended period of new business.
Q So you may have -- so that | understand, you nmay
have had a discussion but it was not in conjunction with
the 75 percent--
A Correct.
Q - - nunber ?

It was just separate?
A It was when initially we were assum ng a 50

percent continuation of new business in the extended
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period. And there was a consideration early on of the
| ower new busi ness di scount rate.

Q So if you had assunmed -- let ne ask this then

| f you had assuned the | apse replacenent ratio of 50
percent in the extended period, then the discount rate
for new business woul d have been | ower?

A No, | wouldn't say -- it wouldn't have been | ower.
| said we had discussions early on in the process of a
50 percent | apse replacenent rate and di scussions of a
range of discount rates fromthe lower, from10 to 15
percent, as | said earlier.

Q Thank you.

All right. So in the discount rate, in your base
scenari o, everything else being equal, discount rate in
exi sting business of 8 percent and the new business 13
percent, your total appraisal is alittle over $24
mllion; is that right?

A Correct.

Q And then if you assune everything el se being equa
and you |l ower the discount rates by one percent, so
we're at 7 percent for existing business and 12 percent
for new business, that results in a total appraisal of
$41.5 mllion, correct?

A 41. 6 rounded, but yes, correct.

Q | appreciate that. Al right.
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So that's a difference of approxi mately seventeen
and a half mllion dollars; is that right?
A Yes.
Q So if it were -- if the discount rate were to go
even further, if it were 6 percent, for exanple, for
exi sting business and 11 percent for new business, would
it be another increase of seventeen and a half mllion

dol | ars, everything el se being equal ?

A ["mnot sure. | wouldn't be surprised but |'m
back to a little bit of conjecture. |1 would have to run
it through the nodel to see. |'mnot sure exactly how

that would conme out, a |lot of nobving parts.
Q Do you have a guess?
A If | had to guess, | nmean your nunber would

probably be as good a guess as | coul d neke.

Q The seventeen and a half mllion dollars?
A Yes.
Q And then returning then to Scenario 3, M.

Gal asso, if we increase the discount rates, 9 percent
for existing business and 14 percent for new business,
that results in a total appraisal value of $8.7 mllion;
is that right?

A Correct.

Q So that's a decrease of approximately -- | should

have done the math prior to asking the question, but
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under 16 mllion dollars, correct?

A Just under, correct.

Q And if you continue to, as simlar to what | asked
going down, if we went to 10 percent discount rate and
15 percent as a discount rate for new business, would we
keep going down in those increments?

A | really don't think it's quite that linear, so
|"msure it wouldn't be those nunbers but I don't have a

better number offhand.

Q So you think -- would it be | ess?
A | don't know. | really don't know.
Q Al right. Well, let ne ask this then, if it

were, the value in Scenario 3 is $8.7 mlli on,

everyt hing consi dered equal, discount rates are at 9 and
14 percent respectively, and if you raise those di scount
rates, everything el se being equal, would we be in
negative val ue?

A Very qui ckly, yes.

Q Is that fair to say that at the very |east, we
woul d have a negative val ue?

A. Yeah, if it went to 10, 15, yeah, alnobst certain,
it would be a negative val ue.

Q Then in base Scenario 1, M. (Gl asso, we've

di scussed the | apsed replacenent ratios in 2014 and the

ext ended period of 75 percent, correct?
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A. Correct.

Q And when | asked you if you could quantify a
change in those percentages what the inpact would be on
val ue, that was too nuch conjecture for you, correct?
A Yes, | couldn't even -- yeah.

Q So turning then to the next assunption that you
have in Scenario 1, below individual and snmall group
medi cal loss ratios, am| correct that your assunption
is, by low, you nean the 83 to 85 percent in the

i ndi vidual market in 2013 and 2014 respectively?

A And 2015 is also pretty | ow

Q Yeah, 2015 is 80 percent, right?

A Yeah.

Q So are you -- by low individual and small group

medi cal | oss ratios, you' re accounting for each of those
medi cal loss ratios in 2013, '14 and '15; is that right?
A Correct.

Q kay. And that's in the individual market. And
then al so, you're accounting for the sane in the small

group market of 2013, '14 and '15, correct?

A Correct.

Q And does it go -- are you goi ng beyond?

A To ' 17.

Q Onh, okay. [I'msorry.

A | guess it would actually extend beyond that
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t hr oughout the whol e projection period.

Q kay. So that | understand then, your assunptions
then in base Scenario 1 include all of your assunptions
that you had in the individual and small group markets
in Exhibit G?

A That's correct.

Q Al right. So if you -- turning to then the

medi cal | oss ratio assunption in your base scenario with
t hose assunptions renmai ni ng what they are in your

Exhibit G the total appraisal value is just over $24

mllion, correct?
A Correct.
Q And then turning to Scenario 4, you have -- you

have all of the other assunptions in base Scenario 1
except you've increased the nedical loss ratio
assunptions by one percentage point; is that right?

A Correct.

Q And by just that one increase, that al nost w ped
out the value, correct? W're at $105, 000.

A Correct.

Q And if you were to increase that another
percentage point, are we in the linear |ine of thought
that it would continue to decrease the val ue by $24
million?

A It's probably not linear, but it's probably not
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crazy to think of it in those terns.

Q
A.

Q

It would be pretty cl ose?

The best 1'I|l say is probably.

You actuaries can be as bad as | awers soneti nes.
" mjust kidding. | understand.

So if we were to go the opposite direction, M.

Gal asso, then you' ve accounted for plus one percentage

point in the nedical loss ratio, and that decreases the

value alnost $24 million. |If we drop the nedical |oss

rati o assunption from-- by one percentage point, would

it correspondingly increase to approxi mately $24

mllion?

A
Q

Probably in that order of nagnitude.

And then we covered the one assunption, the

reduction of the conm ssions by one point, that's --

t hat

reduction by one point, is that fromb5.49 percent

to 4.49 percent in the individual market or are you

goi ng even | ower than -- are you going one point -- |let

me ask you this way, is it one point |ower than the 4.49

percent or is it the 4.49 percent in the individual

mar ket ?

A If we can | ook at Exhibit--
Q Certainly.

A --Exhibit H

The 4.49 percent assuned in actually all scenarios
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in all years. The historical nunmber was 5.49 percent.
The current nunber is 5, so one percentage point from
the current to 4.49 for the projection then from 2013
forward. |s that--

Q So it's -- | guess let nme ask this way. Is it the

4.49 percent nunber for the individual market?

A The assunption in the projection?

Q Yes.

A Yes, 4.49 percent.

Q And the reason |'mconfused is it says comm ssion

reduced by one point?
A To get to 4.49. |It's currently 5.49. | was asked
to reduce it by one.
Q Right. Very good.

We al so discussed at the beginning, M. Galasso, the
assunption of adm nistrative expenses that you have
i ncluded in base Scenario 1; is that right?
A Yes.
Q And you're assuning a two percent increase of,
approxi mate, on top of the 17 point XX per nenber per

nmonth for adm nistrative costs, right?

A $17?

Q |"msorry, yes, 17. | apologize, yes, $17.

A Yes.

Q That's why | was -- 17 and sone change, correct?
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A Correct.

Q So in your assunption going forward is those were
i ncreased two percent per year, right?

A Correct.

Q And if you -- as we discussed in your deposition

i f your assunption changed by one percent, what i npact
woul d that have on the value? So, for exanple, if it
were less than -- if you dropped it a percent, then how
much woul d the val ue increase?

A You nean |ike a one percent increase instead of a

two percent increase?

Q Yes, if you -- yes, right.
A I don't know. That would be a tough one.
Q Do you renenber in your deposition where you told

me that a one percent decrease in the expense factor
woul d i ncrease the value of the conpany $24 nmillion?

A I think we tal ked about one percent reduction in
the 17 -- one percent reduction out of one percent
change in the increase.

Q Oh, I'msorry.

A Ckay.

Q So a total one percent reduction, what inpact does
t hat have on the ultimte nunber?

A Again, in ny deposition, | said | assuned that it

woul d probably be conparable to a one percent change in
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the nedical |oss ratio.

Q And that is--

A And that was about the -- that's where we were
com ng around, as nuch as | hate to say it, sonething in

t he nei ghborhood of $24 million presunably.

Q Al right. And that is in both directions,
correct?

A Yes.

Q If we're increasing by a percent or decreasing a

percent, approximately it's a $24 million hit, as the

case may be?

A My guess, yeah, but I'mnot certain, correct.
Q And by hit, | nean the change in the val ue?
A Change, correct.

Q And then M. Gal asso, your nedical trend

assunptions, those are the assunptions that you have in
2014 of 25 percent in the individual market and 18
percent in the small group; is that right?

A Correct.

Q And can you -- are you able to quantify if there's
a one percent change in the nedical trend in those two

mar kets, what that inpact has on the val ue?

A And again, we're assum ng everything el se equal ?
Q Yes, sir.
A | can only give you directionally. | couldn't
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gi ve you absol ute doll ars.
Q Ckay. So and directionally, do you nean increase
or decrease?
A Yes.
Q So if the -- solet's say if there's a percentage
decrease in the assunption?
A The val ue woul d go down.
Q kay. And then conversely, if there's a
per cent age i ncrease, the val ue woul d--
A Wul d go up.
Q --woul d go up?
And then al so, M. @Gl asso--

MR, LASLOVICH. And | see, your Honor, that
we're getting close to five, and | think I'Il be done by
five.

HEARI NG EXAM NER LEAPHART: kay.

MR, LASLOVICH | see you glaring at ne, get
done before five.

Q (By M. Laslovich) D d you exchange -- you
exchanged at | east one draft with Blue Cross/Blue Shield
of Montana; is that right?

A Correct.

Q And di d your ultimate concl usion, when you
averaged the scenarios on the value of the core business

of Blue Cross/Blue Shield of Montana, did that change in
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those drafts; do you recall?

A No, not in the -- there was only, as far as |
know, there was only one draft report. | hope I'mright
there. There m ght have been two draft reports but I'm
t hi nki ng of the one draft -- the nost recent draft prior
to the finalization, there was no change. There was
only change in the verbiage.

It was the report that you gave ne when | first sat
here, that -- the dollars there, | believe the exhibits
woul d have been identical in that report as this report.
The only change was in the verbiage and very m nor
changes.

Q Okay. So that | understand then, the nunbers
never changed in the drafts?
A In the draft that -- the only draft | can think
of, right, and the final report, the nunbers didn't
change.

MR, LASLOVI CH.  Your Honor, wll you just give
me one second?

HEARI NG EXAM NER LEAPHART: Yes.

MR. LASLOVI CH:  Your Honor, | am done.

M. Gal asso, always nice seeing you. And
appreci ate your Honor's indul gence with ny
unorgani zation. Thank you.

HEARI NG EXAM NER LEAPHART: You bet.
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Any cross-exam nation fromthe Attorney Ceneral's
Ofice?

M5. HUBBARD: None for this w tness, your
Honor .

HEARI NG EXAM NER LEAPHART: Recross (sic). Do
you want to do it now or would you rather wait until the
nmor ni ng?

M5. WTT: Your Honor, | have very, very short
recross (sic).

HEARI NG EXAM NER LEAPHART: Let's do it then.

REDI RECT EXAM NATI ON
BY M5. WTT:
Q M. Galasso, | just want to ask you a few
guesti ons about the process and the nethodol ogy that you
used in reaching your opinions in this case and that you
use generally in doing an actuarial appraisal. Do you
consi der a specific buyer or transaction partner in
connection with doing the kind of appraisal valuation
that you did here?
A No.
Q Why not ?
A Wel |, because | guess I'mnot in a position to
j udge what a potential acquirer -- even if | knew, for
exanpl e, that HCSC was a party of interest, | have no

way of know ng what HCSC -- unless | was asked to do a
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due diligence on HCSC, I would have no way of know ng
what synergies they may or may not be able to achieve.
Q When you reached your assunption in conjunction
wi th discussions with the Blue Cross/Blue Shield of

Mont ana peopl e on the conm ssion that you talked with
M. Laslovich about earlier today, was that assunption
based on what Blue Cross/Blue Shield had historically
done and could do in the market?

A The conmm ssions are based on -- | had the actual
nunbers for 2012, and they were saying they were in the
process of renegotiating those with their agents to the
poi nt where they would cone down one percentage point.
Q Sois it fair to assune that you did not consider
in reaching your assunption on what comm ssion rate to
use, the market power or negotiating power of any other
entity that was out there in connection with this

val uati on?

A That's true.

Q Is it fair to assune that you did not consider

HCSC specifically or any particular attribute of HCSC at

all in reaching your val uation?
A Absol utely.
Q Now, you talked with M. Laslovich about the back

and forth that you had with people at Blue Cross/ Bl ue

Shield of Montana. Could you describe a little bit how
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you went about doing that back and forth.

A Vell, nostly, it was nostly with the phone calls
or exchange of emails and primarily with Ji m Spencer,
the chief actuary, but nost of the discussions took

pl ace, as it generally does, actuary to actuary. Does
this loss ratio, is it achievable and if so, how and why

and to what extent.

And that's where that -- and the nedical trends were
probably -- those were the nost -- had the nost inpact.
Medical illustrations in particular, as | said, had the

nost inpact. And it was really just a give and take.
Here's your history. How can you assune it's going to
go down as nuch as it is, and just ongoi ng di scussions
of that nature. Very difficult to pinpoint exactly the
di scussi on.

Q Did you rely in part on your own background and
experience in the healthcare industry to test, if you
will, the assunptions and the information that you were
getting from Blue Cross/Blue Shield of Mntana?

A Yes, all the assunptions, | put through my own
busi ness node of what's reasonabl e and what's not
reasonabl e in the healthcare markets.

Q And were you able to |l ook at any other nmaterials
in connection with any of the assunptions that you

reached in order to test the reasonabl eness of the
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assunptions you had been di scussing?

A Vll, | nean, | have a fair anmount of information
on nedical loss ratios in the various type market
segnents that | | ooked at, and the ACAPs in particul ar,
there's a lot of l[iterature on ACAPs and the inpact of
the Affordable Care Act. | had independent information
| | ooked at.

Q Ri ght .

Now, the last set of questions that M. Laslovich
asked you was about drafts of your report. Were you
ever asked during the course of your work for Blue
Cross/Blue Shield of Montana to give them any kind of

status reports or updates that included particular

nunbers or assunptions as they existed at that tinme in
your wor k?

A There were tinmes where the nunbers were exchanged,
yes.

Q And when you tal k about a draft of the report, are

you referring to a draft that included pretty nuch the
entire -- the entirety of the work that you had been
doing on the project at this point?

A Yes. Yeah, the conplete report with all the
description of the assunptions, not just an exchange of
nunber s.

M5. WTT: Okay. Thank you. No further
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guesti ons.
HEARI NG EXAM NER LEAPHART: Thank you
Wtt.
Any further cross, M. Laslo?

MR. LASLOVICH  Briefly, your Honor

HEARI NG EXAM NER LEAPHART: Lasl ovi ch.

getting late in the day.
MR. LASLOVICH: Briefly.
Your Honor, nmay | have an exhibit marked?
HEARI NG EXAM NER LEAPHART: You may.
frighteningly big.
MR. LASLOVICH: I'll explain
|"msorry, Sybil, what was--
THE CLERK: J.
RECROSS EXAM NATI ON
BY MR LASLOVI CH
Q ' ve handed you what's been marked as Ex
M. Galasso. Do you recognize that? It's a -
sorry. J is not on there, but it's Exhibit J.
recogni ze what that docunent is?
A It |ooks like various emails, but no, |

recogni ze the docunent.
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, Mss

It's

It | ooks

hibit J,

- I'm

Do you

do not

Q So various emails. You say you don't recognize

t he docunent, and | appreciate that. But if you'll | ook

with ne, M. Gal asso, under "ActMd Coments, "

woul d
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t hose be your comrents?

A | presune so.

Q So if you |l ook down, M. Galasso, at discount
rate, do you see that?

A Yes.

Q And you -- "ActMd Coments" are 8 percent for

exi sting contracts and 10 percent for new contracts, if
any, correct?

A Yes.

Q Do you renmenber emailing Blue Cross/Blue Shield of
Mont ana sonething |ike that?

A As | said, | do renenber having an 8 to 10
percent. | don't remenber email. | do renmenber having
di scussi on about 8 and 10 percent.

Q kay. And then turning then, M. Gl asso, to new
busi ness, you have in the bottom of the box at |east,
"Act Mod Coments” in the bottomof the box, it says 50
per cent net hodol ogy sounds reasonable. Do you see that?
A Yes.

Q And that's for the | apsed replacenent ratio, |
presune, correct?

A Correct.

Q And that's the ratio we used -- or that was used,
it was 75 percent instead of 50 percent?

A That's correct.
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If | could, | think this is what | said earlier when

we were tal king about 10 percent.
Q That's right.

Now, al so down, M. Galasso, to Sel f- Funded Fees/

Admn. It's three up fromthe bottom Do you see that?
A Yes.
Q And you have, "In adm n expenses; now assum ng 3

percent for both fee and expense increases. Does this

sound reasonabl e?" Do you see that?

A I'"'massum ng three -- have been assuming three
percent - -
Q Yes, sir.
A --and now two?
Yes.
Q So, in particular, "In adm n expenses; now

assum ng 3 percent for both fee and expense increases.
Does this sound reasonabl e?" So you're changing from
three percent to tw percent, correct?
A Yes, | think that's as | testified earlier also,
the three was generating | osses and two got it out of
the | oss position.
Q Ri ght .

And you said that you don't recognize this docunent,
so do | understand there wasn't a -- when this was given

to us, M. @Glasso, | understood that there was just a
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sof tware program where you coul d communi cate back and

forth to Blue Cross/Blue Shield, but what you said with
Mss Wtt under redirect was that you had phone calls
and you exchanged emails with Blue Cross/Blue Shield of

Montana; is that right?

A That's right

Q And that was it?

A Yes.

Q And it has here the Blue Cross/Blue Shield of

Mont ana conments. Do you know from whom t hose conments

are?
A No. | would have to guess.
Q When you were enailing, you said at the beginning

that M. Spencer was your primary point of contact?

A Yes.

Q If you had to guess, would it be M. Spencer?
M5. WTT: (Objection, no foundati on.

Q (By M. Laslovich) Let nme ask this, if | can

your Honor.

Did you email with anybody el se at Bl ue Cross/ Bl ue

Shi el d of Mntana?

A Yes, Mark Burzynski and Chris Manger.
Q And to whomdid you enmail the nost?
A Ji m Spencer.

Q kay. So do you have an assunption?
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A Il think it varies. Wen |I'm|ooking at these,
sone would be Jim sone--

Q Ckay.

A --woul d not.

Q Very good. | appreciate that.

MR. LASLOVICH:  Your Honor, if | could have one
second.

HEARI NG EXAM NER LEAPHART: (kay.

MR, LASLOVICH. | have nothing further, your
Honor. Thank you.

HEARI NG EXAM NER LEAPHART: Any further
guestions?

M5. WTT: Just two.

HEARI NG EXAM NER LEAPHART: kay.

FURTHER REDI RECT EXAM NATI ON

BY M5. WTT:
Q M. Galasso, over what tinme period did you work on
the project that led to your valuation?
A From August, | think the beginning of August to
i ssuing of the report in Novenber.
Q And are you like many of us, which neans that a
| ot of the work probably was done in the Cctober and
Novenber tine period closer to the deadline than at the
very begi nning of the project?

A I think I've been pretty busy throughout. |'m not
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sure | could put a percentage of where | was busier
Q Al'l right. Fair enough

Take a | ook at the right-hand col um of the docunent
about three-quarters of the way down. And it's in the
line on the Medical Loss Ratios & Trends. Do you see

where it says, "Mjor changes are going in for the

9/ 2012 renewal ." Do you see that?

HEARI NG EXAM NER LEAPHART: |'m sorry, where
are you?

M5. WTT: Intheline -- it's on the left-hand

si de, your Honor, that says Medical Loss Ratios &
Trends, all the way over on the right.

HEARI NG EXAM NER LEAPHART: (kay.

THE WTNESS: Yes, | see that.

M5. WTT: |It's actually under the bl ocked
part, your Honor. It says, "My or changes are going in
for the 9/2012 renewal . "

HEARI NG EXAM NER LEAPHART: kay.

Q (By Ms. Wtt) There's no date anywhere on this
docunent show ng when any of these comnments or

di scussi ons were taking place, right?

A Correct.

Q And that's the only reference to a date suggesting
t hat sonet hi ng was happeni ng i n Septenber of 2012,
right?
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| think this is not -- thisis | think referring

to the student renewal .

Q Correct, the student renewal change that was going
to be nade- -

A Ri ght .

Q --in Septenber of 20127?

A Yeah, | can't say that | recall the date, but

that's what |I'massunming this was in reference to.

M5. WTT: No further questions. Thank you.
MR. LASLOVI CH: Thank you, your Honor
HEARI NG EXAM NER LEAPHART: Thank you, M.

Gal asso. You may be excused. We will be adjourned

until tonmorrow norning at 9 a.m

(Wher eupon, the evening recess was taken at 5:10

p.m)
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REPORTER S CERTI FI CATE

I, CHRISTINE D. LIVELY, RPR DO HEREBY CERTI FY
that the foregoing -180- pages of typewitten
material constitute a full, true, and correct transcript
of ny original shorthand notes, as they purport to
contain of the proceedi ngs had and taken in the
above-entitled matter at the tinme and place hereinbefore

ment i oned.

DATED at Butte, Montana this 16th
day of March, 2013.

/'SI CHRI STINE D. LIVELY, RPR
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